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UTILITY VALUATION 


James P. ApAms 


general terms and briefly the essential 

nature of the accounting problem, one 
could hardly improve upon the statement 
that, in its largest aspects, it is the prob- 
lem of distinguishing between charges to 
income and charges to capital. There are 
relatively few accounting problems which 
cannot be brought within the scope of this 
generalization. 

One of the most significant of the ac- 
counting problems involving such distinc- 
tion, one which offers large opportunity 
for theoretical analysis, is the problem of 
depreciation. In fact, the problem of de- 
preciation arises out of the necessity for 
reducing to charges against income what 
have been temporarily conceived as charges 
to capital. 

The problem of depreciation, with its 
economic and accounting implications, has 
not always received the attention which it 
receives today. It presented itself in ju- 
dicial proceedings not infrequently during 
the latter part of the last century, usually 
in one of two connections—in connection 
with the life tenant and remainderman 
problem or in connection with the deter- 
mination of corporate profits available for 
dividend distribution. Originally the 
courts were unwilling to conceive of depre- 
ciation as an element of current cost. This 
reluctance to give such recognition to the 
fact of depreciation was, apparently, a 


[ ONE WERE CALLED upon to express in 


This paper and the material following (to page 
141) represents the session on Depreciation at last 
December’s meeting of Association. Professor 
Adams was in charge of this session. 


lingering survival of the conception of 
private business in terms of single ventures 
—-single ventures toward which capital was 
irrevocably committed and for which a 
single accounting was made upon the ter- 
mination of the project. 

Eventually, however, the courts came to 
accept the business point of view and the 
propriety of recognizing depreciation as a 
current cost has not recently been subject 
to serious judicial challenge. Originally, 
however, such judicial sanction was given 
only to such charges as represented actu 
expenditures for replacement. While 
propriety of current depreciation allow- 
ances was defended in the courts from time 
to time beginning with 1897 and received 
some support in dissenting opinion, it was 
net until 1909, in Knoxville v. Knoxville 
Water Company, 212 U.S. 1, that the Su- 
preme Court of the United States gave 


tacit approval to the periodical allowance | 


method of accounting for depreciation.| _/ 

With this modified attitude on the part 
of the courts, in fact preceding it and, 
very probably influencing it, there devel- 
oped a body of accounting theory and a 
group of accounting practices devoted to 
the task of giving accounting recognition 
to the current costs incident to the use of 
fixed tangible assets in the business pro- 
cess. It can hardly be said, however, that 
unanimity of opinion has been reached 
with respect to this body of theory or 
with respect to depreciation accounting 
practice. 

Among accountants concerned with the 
accounting practices of merchandising es- 
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tablishments and manufacturing “indus- 
trials” there appears to be relatively little 
difference of opinion concerning the time 
and the manner in which depreciation 
should be given accounting recognition. In 
these large fields of business activity ac- 
counting practice contemplates a periodi- 
cal charge to depreciation expense as an 
operating cost, a charge based upon an in- 
telligent estimate as to the prospective life 
of the property unit and upon some theory, 
expressed or implied, as to the normal 
course of the depreciation process. This 
estimate, to be sure, is subject to all of 
the weaknesses of private opinion and in- 
dependent judgment. This method con- 
templates also the use of a Reserve for 
Depreciation account which is generally 
understood as an accounting category and 
is recognized together with gross book 
value, as a fairly satisfactory measure, for 
accounting purposes, of remaining value 
or unrecouped cost. 

When we turn to the field of public utili- 
ties, however, we find a somewhat different 
situation. In some parts of this field ob- 
jections of a fundamental character are 
offered to the depreciation accounting 
practices in vogue in most industrial enter- 
prises, more especially to the implications 
which such accounting practices carry 
with respect to property valuations. While 
these objections are focussed primarily 
upon the treatment of so-called accrued 
depreciation in the determination of valua- 
tion for purposes of rate making, it is also 
true that such objections are voiced with 
respect to the reserve for depreciation as a 
balance sheet category. 

It is because of the relationship between 
these two problems—the theory and prac- 
tice of current depreciation accounting and 
the treatment of depreciation in public 
utility valuation that the present speaker 
suggested the arrangement of a program 
for their discussion and it is because of 
this suggestion and not because of his 
ability to throw light upon the problem 
that he was invited to arrange such a pro- 
gram. 


Members of this group are more than 
familiar with the conventional methods of 
accounting for depreciation. I shall re- 
fer to them as the retirement method and 
the periodical allowance method. Indus- 
trial enterprises have, for the most part, 
adopted the periodical allowance method 
and have, in general, found it convenient 
and effective. Certain public utilities, on 
the other hand, have not always made use 
of this method and do not now with respect 
to certain important items of property 
but have resorted to the so-called retire- 


, ment method, charging the whole of the 


wearing value of a property unit to operat- 
ing expense when such unit is abandoned. 

While accounting theory and practice 
give preference to the periodical allow- 
ance method, the retirement method is not 
to be wholly condemned. The propriety of 
a method of accounting for depreciation is 
to be tested by the general accuracy and 
precision with which it allocates costs to 
the proper product units or productive 
periods and expresses, for general balance 
sheet purposes, asset valuations. Given a 
large complex plant property with innum- 
erable units of like character, with rela- 
tively uniform service lives, with a uniform 
staggering of acquisition and abandon- 
ment, the retirement method of charging 
depreciation may satisfactorily allocate 
costs after the property has settled into 
a so-called normal depreciation situation, 
and may express changing asset valuations 
for balance sheet purposes with reasonable 
propriety. There is some reason for a 
denial of what is often stated as an unquali- 
fied fact, however, that public utility prop- 
erties do eventually settle into any such 
period of uniform property retirements 
when charges to depreciation under the 
periodical allowance method would be ap- 
proximately equal to charges under the re- 
tirement method. Unfortunately, however, 
even if this proposition remains unques- 
tioned, the retirement method does not 
properly account for the depreciation of 
individual property units which takes place 
prior to the settlement of the property 
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into the so-called normal depreciation sit- 
uation. 

It would seem to be a fair statement that 
the retirement method is based upon the 
theory that, for accounting purposes, 
property units have not suffered deprecia- 
tion until deterioration or obsolescence 
has forced their withdrawal from produc- 
tive use. The fairly general acceptance of 
the periodical allowance method suggests 
that, in the minds of most accountants, the 
theory supporting the retirement method 
does not accurately describe the value 
status of property units during the period 
of their service lives. Such general accep- 
tance suggests that, in the opinion of most 
students of the problem, property units do 
decline in value, that such declines should 
be recouped as a cost of the productive 
process and that the reserve for deprecia- 
tion measures the decline in value to date 
insofar as the human element in the making 
of estimates will permit and insofar as the 
accountant takes cognizance of factors 
which influence changes in value. This 
point of view, as a matter of fact, has been 
given substantial expression in the ac- 
counting practices prescribed by the In- 
terstate Commerce Commission for rail- 
roads and other utilities under its jurisdic- 
tion, with respect to certain classes of 
property. It has also been accepted in 
the accounting classifications prescribed 
by many of the state commissions. 

The propriety of this point of view has 
been challenged in two important connec- 
tions. I refer to the uniform accounting 
classifications prepared by the Committee 
on Statistics and Accounts of Public Utili- 
ties of the National Association of Railway 
and Utilities Commissioners and proposed 
for adoption by that Association. I refer 
also to the very positive attitude of the 
railroads, and intervening utilities, ex- 
pressed in the briefs and in the hearings be- 
fore the Interstate Commerce Commission 
in connection with its proposed action in 
fulfillment of the requirements of Para- 
graph 5, Section 20, of the Act to Regu- 
late Commerce, as amended in 1920. 


In the uniform accounting classifications 
proposed for electric companies, for ex- 
ample, the Committee on Statistics and 
Accounts here referred to makes no use of 
the term “depreciation” in the account 
titles proposed but uses, instead, the term 
“retirement.” It provides for periodical - 
charges to a Retirement Expense account 
and for concurrent credits to a Retire- 
ment Reserve account. The accounting 
rules for the use of these accounts are 
quoted in full and presented here as Exhibit 
A. [distributed at the meeting] The ac- 
counting classifications prescribed by the 
Railroad Commission of the State of Wis- 
consin establish a similar procedure. The 
accounting classifications prescribed by the 
Department of Public Utilities of the State 
of Massachusetts and by the Public Serv- 
ice Commission of the State of New York 
make use of the account titles Deprecia- 
tion and Depreciation Reserve and 
General Amortization and Accrued Amor- 
tization of Capital respectively. The ac- 
counting rules for the use of these accounts 
are quoted in full and presented here as Ex- 
hibit B. [distributed at the meeting] 

Does the usage proposed by the Com- 
mittee on Statistics and Accounts consti- 
tute a mere difference in terminology or is 
it indicative of something more fundamen- 
tal? Does it challenge the propriety of 
the depreciation concept? It is a repudia- 
tion of the loss in value connotation in the 
periodical depreciation allowance method? 

It seems reasonable to assume, and a 
careful analysis of the accounting rules 
leads to the conclusion, that this account- 
ing usage represents something more fun- 
damental than a mere difference in termin- 
ology. It represents one of two degrees 
of divergence from what may be called the 
usual accounting point of view. It is con- 
sistent with the point of view that assets 
do not decline in value or that such decline 
need not have periodical and current ac- 
counting recognition. Or, on the other 
hand, it represents an acceptance of the 
view that assets do decline in value and that 
such decline should be given accounting 
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recognition for purposes of cost allocation 
but not for purposes of balance sheet 
valuation. 

In the opinion of the present speaker the 
accounting practice proposed by the Com- 
mittee is predicated fundamentally upon 
the same theoretical basis as the retire- 
ment method already referred to. It ap- 
pears to contend that for accounting pur- 
poses the incidence of loss due to the use 
of fixed tangible assets in the productive 
process is upon the accounting period in 
which retirement takes place. It makes 
one concession, however, to the periodical 
allowance method in general use, namely 
the recognition of the convenience and nec- 
essity for anticipation of such retirement 
loss by periodical charges. 

May I now turn briefly to the situation 
existing in connection with the work of 
the Interstate Commerce Commission un- 
der the provisions of Paragraph 5, Sec- 
tion 20, of the Act to Regulate Commerce 
as amended in 1920. Section 20 as 
amended in 1906, empowered the Inter- 
state Commerce Commission as follows: 


“The Commission may, in its discretion, 
prescribe the forms of any and all accounts, 
records, and memoranda to be kept by car- 
riers subject to the provision of this Act, in- 
cluding the accounts, records and memoranda 
of the movement of traffic, as well as of the 
receipts and expenditures of money.” 


In the uniform system of accounts pre- 
scribed for steam railways in 1907, under 
the authority here referred to, the Inter- 
state Commerce Commission established 
mandatory rules requiring periodical 
charges to operating expenses and credits 
to a reserve, for current depreciation of 
equipment. In the revised classifications, 
effective in 1914, the Interstate Commerce 
Commission retained these provisions and 
included provisions for similar treatment 
of depreciation of fixed property (ways 
and structures) but left the use of each ac- 
counts and accounting methods optional 
with the carriers. The provisions with re- 
spect to depreciation charges for equip- 


ment are shown in Exhibit C. [distributed 
at the meeting] 

Under the accounting rules prescribed 
by the Commission the determination of 
the depreciation rate has been left to the 
Company’s judgment, although statements 
as to the bases of calculation are required 
in the annual report. Since 1916 com- 
panies have been required, in certain in- 
stances, to justify the rates used. It is 
clear, however, that these regulations have 
not achieved the relative uniformity in de- 
preciation practice which is desirable in 
accounting regulation. To strengthen the 
hand of the Commission in its control of 
this particular aspect of accounting prac- 
tice the Transportation Act of 1920 
amended Section 20 to include the follow- 
ing mandate: 


“The Commission shall, as soon as prac- 
ticable, prescribe, for carriers subject to this 
Act, the classes of property for which depre- 
ciation charges may properly be included un- 
der operating expenses, and the percentages 
of depreciation which shall be charged with 
respect to each of such classes of property, 
classifying the carriers as it may deem proper 
for this purpose. The Commission may, when 
it deems necessary, modify the classes and 
percentages so prescribed. The carriers sub- 
ject to this Act shall not charge to operating 
expenses any depreciation charges on classes 
of property other than those prescribed by 
the Commission, or charge with respect to any 
class of property a percentage of deprecia- 
tion other than that prescribed therefor by 
the Commission. No such carrier shall in any 
case include in any form under its operating 
or other expenses any depreciation or other 
charge or expenditure included elsewhere as 
a depreciation charge or otherwise under its 
operating or other expenses.” 


In accordance with this mandate the In- 
terstate Commerce Commission proceeded 
to investigate and study the problem 
through the Depreciation Section which it 
created in its Bureau of Accounts. Pre 
liminary reports, made public on March 
10, 1928 with respect to steam railroads, 
were made the basis of hearings and fur- 
ther deliberations and resulted in a final 


report and administrative orders prescrib- 
ing depreciation accounting practices for 
virtually all classes of property of tele- 
phone companies and steam railroads (De- 
preciation Charges of Telephone Com- 
panies, 1.C.C. 14700 and Depreciation 
Charges of Steam Railroads, I.C.C. 
15100). These orders, made public No- 
vember 2, 1926 and to be made effective 
January 1, 1928, are quoted in full and 
presented as Exhibit D. [distributed at 
the meeting | 

In general, it may be said that the In- 
terstate Commerce Commission accepted 
the point of view which has characterized 
depreciation accounting practice among 
manufacturing industrials; it extended the 
practices originally prescribed for steam 
railway equipment to fixed property (ways 
and structures). It provided for periodi- 
cal charges, for credits to a reserve, for 
the treatment of retirement and for the 
setting up in the reserve account of ac- 
crued depreciation not previously recog- 
nized. 

The conclusions of the Commission were 
not reached without opposition on the part 
of companies affected. Opposition was 
voiced on the grounds of Constitutional 
propriety, Congressional intent, and juris- 
diction. Opposition was voiced also on 
the grounds of corporate financial policy 
and matters of fundamental importance in 
accounting theory and practice were 
raised for consideration and decision. The 
views of the railroad companies, to which 
representatives of the gas and electric in- 
dustries lend support, and the views of the 
telephone companies with respect to this 
problem are expressed succinctly in the 
language of the Interstate Commerce Com- 
mission in the Report here referred to and 
I quote therefrom: 


“THE OPPOSING VIEWS 


The telephone views.—The position of the 
telephone companies, briefly stated, is that 
the ultimate expense of furnishing service in- 
cludes the cost of everything used up in the 
process, whatever it may be. It includes the 
cost of things that are used up slowly, such 
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as automobiles, switchboards, buildings, pole 
lines, and other items of plant, just as inevita- 
bly as it includes the cost of things, that are 
used up rapidly, such as labor, gasoline, coal, 
lead pencils, paper, and the like. As we un- 
derstand the view of these companies, depre- 
ciation expense represents the cost incurred 
during an accounting period in the process of 
using up in service items of physical property 
whose lives extend over more than one such 
period, regardless of how they are used up. 
This cost is a part of, and should be shown 
in, operating expense; it should be shown 
when it is incurred, and it is incurred through- 
out the life of the property in service. It 
should, therefore, be charged to operating ex- 
pense in periodical installments throughout 
this service life. Replacements, these com- 
panies say, do not measure depreciation ex- 
pense, for it is determined by the amount and 
cost of the property used up. It exists 
whether or not the property is replaced, and 
is incurred regardless of whether deprecia- 
tion charges are accrued. Such charges 
should be made in order that the accounts 
may properly record the facts. As the result 
of making them a reserve will be created 
which will, if the charges have been accurately 
estimated, at any time °qual the loss in exist- 
ing property due to the process of consump- 
tion in service. This reserve protects the 
integrity of the investment. 

The railroad view.—The position of the 
steam railroad, gas, and electric light com- 
panies, stated briefly, is that a railroad or 
public utility property is a composite of many 
separate units and should be so considered 
with respect to depreciation. While most of 
these separate units have terminable lives 
and are worn out in service or abandoned 
from time to time for better substitutes, there 
is no depreciation in the composite property 
so long as it is well maintained. Mainte- 
nance is the making of needed repairs and 
replacements. If properly maintained the 
railroads say, the composite property does not 
depreciate or lessen in value or service ability. 
In fact it may be worth more to a prospective 
purchaser when seasoned by long-continued 
operation than when new. No reserve is 
needed to protect the integrity of the invest- 
ment, but the creation of such a reserve may 
be desirable to spread the cost of retiring cer- 
tain large units of property and prevent a 
disproportionate burden upon the operating 
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expenses of any one year. In the case of a 
large, composite property which has “struck 
its gait,’ it is claimed that retirements of 
most property units are about the same in 
amount from year to year, so that there is no 
need for such an equalizing reserve. In the 
case of the larger units, there may be such 
need, but the reserve should be called a “re- 
tirement” rather than a “depreciation” re- 
serve. Its amount is not a matter of mathe- 
matical computation from theoretical service 
lives, but rather a matter of judgment. Where 
property is unexpectedly retired, not because 
it has been worn out, but because some more 
efficient substitute has been developed, the 
cost of retirement should be spread, not over 
the past, but over the future, so that the bur- 
den may fall upon those who gain the bene- 
fit from the enhanced efficiency. The ascer- 
tainment of service lives, upon which what 
the gas and electric companies call “theo- 
retical depreciation charges’ are dependent, 
is, they say, a wholly impracticable under- 
taking requiring a knowledge of the future 
which no one has. It is contended that the 
making of such depreciation charges merely 
results in the accumulation of a huge reserve 
which will in time fluctuate around 50 per 
cent of the recorded investment; that such a 
reserve serves no useful purpose; and that it 
is a burden both upon the patrons of the 
company and upon the investors in its securi- 
ties. If it were to be assumed that the com- 
posite property would at a certain time come 
to the end of its life, there might be need for 
such a reserve, but in most cases such proper- 
ties may for all practical purposes, it is as- 
serted, be regarded as perpetual.” 


In this connection it is important to note 
that, during the preliminary study of this 
problem by the Depreciation Section of 
the Interstate Commerce Commission, the 
Railroad Presidents’ Conference Commit- 
tee on Valuation appointed a Carriers’ 
Committee on Depreciation for concurrent 
study of the problem in codperation with 
the Depreciation Section. This commit- 
tee, including three accounting officers of 
important railways and three other execu- 
tives, reported in due time to the Presi- 
dents’ Conference Committee, a program 
of depreciation accounting substantially 


in accord with the principles later accepted 
by the Interstate Commerce Commission. 
This report, however, was not approved 
by the Presidents’ Conference Committee 
and, therefore, was not transmitted to the 
Depreciation Section as an expression of 
the attitude of the carriers themselves. 

Subsequent to the issue of the I. C. C. re- 
port here referred to the railroad com- 
panies filed a petition for further hearing. 
This petition was granted and the effective 
date of the orders was indefinitely post- 
poned. After further hearings the Inter- 
state Commerce Commission issued on 
August 15, 1929 a Proposed Report pre- 
liminary to the issuance of a final report 
and administrative orders. While the Com- 
mission has made certain important pro- 
posals for a modification of its original 
orders, it continues to adhere to the prin- 
ciples with respect to depreciation ac- 
counting expressed in the original report. 

It is the purpose of this discussion to 
clarify, if possible, these different points 
of view and weigh them in the light of the 
purposes underlying accounting analysis 
and interpretation. The problem is to be 
approached from the accounting stand- 
point and that justifies its inclusion in the 
program of this Association. While a 
thoroughgoing analysis of the problem of 
depreciation accounting in its relationship 
to valuation will lead inevitably to a con- 
sideration of other than its accounting as- 
pects, much light will be thrown upon the 
problem by the approach here suggested. 
A casual examination of much of the argu- 
ment on one side or the other of this 
mooted question makes manifest a com- 
plete lack of appreciation of the nature 
and significance of depreciation account- 
ing on the part of some who have been en- 
gaged in the controversy. It is evident 
that the nature of the depreciation reserve 
as an accounting category, the effects of 
the depreciation charge upon the balance 
sheet and upon costs and the possibilities 
for disposition of the funds retained 
through the depreciation charge have not 
always been clearly understood. 


de 


a 
P 
W. 
P 
10 
le 
c 
te 
in 


I hope that in this discussion we may 
direct our attention to some of the funda- 
mental aspects of the problem. What is 
the function of depreciation accounting? 
Does the charging of depreciation imply 
recognition of declines in value? Is the 
gross book value of a property unit or of 
the property as a whole less the reserve 
for depreciation applicable thereto an evi- 
dence of remaining value? May the accept- 
ance of depreciation accounting results for 
purposes of cost allocation be reconciled 
with a denial of their applicability to the 
problem of value? What limitations are 
imposed upon the solution of this prob- 
lem by the fact that the accountant fo- 
cusses his attention upon cost, as opposed 
to value, of the property? Leaving aside 
intangible elements of value, e.g. going 
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value, is there reason for believing that a 
composite physical property is something 
more than an aggregation of parts? 
These are among the questions which, I 
have hoped, we could discuss at this time. 
Obviously, any such discussion must con- 
fine itself to a certain few aspects of the 
problem. The problem of valuation is not 
an accounting problem, even primarily. In 
fact, it is not wholly an economic problem. 
For these reasons, the Chairman has at- 
tempted to limit the scope of the discus- 
sion. It is hoped that we may avoid the 
special difficulties arising out of changes in 
the price level and, for purposes of this 
discussion, confine ourselves to an analysis 
of the problem as it would appear in an 
extended period of stable prices and rela- 
tively unchanging construction costs. 
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ACCOUNTING FOR CURRENT DEPRECIATION 


Pzrry Mason 


EFINITION OF DEPRECIATION.—De- 
ID preciation may be defined as that 
inevitable disappearance of the 
value of certain items of physical property 
which can normally be expected in the 
course of the conduct of business enter- 
prises.) It is an obvious fact that a time™ 
will come in the life of each unit of plant 
and equipment when it will no longer be 
worth while to make repairs, and the old 
unit will have to be retired from service. 
The reason why the unit is no longer of 
value to the owner may be actual physical 
deterioration, or it may be that changes 
in demand for the product of a machine 
or technical improvements of one kind or 
another have made the unit obsolete. For 
some reason or other, however, it is antici- 
pated that a unit of property will lose its 
value and have to be retired within a more 
or less definite period, and we call this loss 
of value “depreciation.” 

Depreciation as a Special Accounting 
Problem.—There are at least two reasons 
why depreciation becomes an accounting 
problem which requires special attention, 
In the first place, we try to determine the 
increase or decrease in the net worth of an 
enterprise for specific periods of time. If 
our accounting periods were only long 
enough or the life of the asset short enough, 
the problem would be simple—the cost of 
assets acquired and used up in the same ac- 
counting period can be charged to the ex- 
penses or costs of that period; but as soon 
as we acquire an asset which lasts through 
the artificial boundary of an accounting 
period, we have a valuation problem on our 
hands and we have to determine how much 
of the value of the asset should be charged 
to the present accounting period and how 
much should be deferred to the future. In. 


the second place, we try to determine the \ 
cost of each product or service in those | 
situations in which more than one product / 


or service is produced. If a construction, 
company builds a tool shed which is to be’ 


used on one job and is then to be demol- 
ished, the entire cost can be charged to 
the one construction job; but if it buys a 
steel shed which is to be carried around 
from one job to another, the problem im- 
mediately arises of spreading the cost of 
the steel shed over several jobs and we 
have to have all of the estimates of life, 
scrap value, and so on, which are neces- 
sary for the proper accounting entries. 
The accounting problem in connection wi 

depreciation, then, is to record in some way 
the amount of depreciation which should 
be taken in each accounting period a: 

this amount in turn may have to be sprea 
over several products or services whic 
were produced or were in process durin 
the period. } 

The Amount of the Periodic Charge for 
Depreciation.—A sum of money is invested 
in a machine. The machine is retired in 
five years. In five years that investment 
has disappeared. We hope it has been re- 
placed by a part of the value of the prod- 
uct or service produced, but it has gone 
anyway. Now, the question is this: should 
that lost investment be charged against 
the operations of the last month or year 
of the life of the machine, should it be 
spread in some way over all the months and 
years of its life, or, as a third possibility, 
should the cost of replacing the old unit 
be charged to the period in which the re- 
placement takes place? 

The first suggestion, that of charging 
the entire investment to the last period, 
quite obviously distorts the expenses or 
costs of both the last period and the earlier 
periods in which the machine was used. It 
would seem to be only fair and equitable 
that each accounting period should be 
charged with some part of the lost invest- 
ment. This method is often supported in 
certain cases on the ground that the retire- 
ments of each accounting period will be 
about the same so that the resulting ex- 
pense charge will be the same no matter 
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which method is used; but even though 
such a situation did actually exist, the 
earlier periods would clearly be unduly 
favored. 

The third suggestion, that of charging 
the replacement cost to the last period, is 
subject to the same criticism as the first. 
It also gives rise to the question: what 
would be done if the unit were not replaced? 
And it obviously would not be a proper 
method if a different type of unit were 
purchased to replace the old. Such a 
policy leaves the original cost on the books 
as an asset indefinitely, regardless of what 
changes may have taken place in the cost 
of replacing the unit, unless supplementary 
entries are made from time to time to re- 
cord changing costs of reproduction. 

So we have left the second method, that 
of spreading the investment made in the 
machine over the accounting periods in- 
cluded within its life. This appears to be 
the only way of making reasonably sure | 
that each accounting period will bear its | 
proportion of the cost of owning and using 
the machine. The actual amount to be} 
charged to each accounting period may be. 
determined in one of several ways. We) 
may treat depreciation as a function of. 
time and charge off an equal amount each) 
month or year, or we may use the unit of: 
product, the machine hour, or some other 
such basis for our computation. We may 
recognize the implicit interest present in 
the tied-up investment and modify our de- 
preciation calculation accordingly. We 
may even attempt to revise our asset 
values frequently so that each period will 
be charged with its proportion computed 
on a basis of current rather than original 
cost. But in some way we determine a 
series of charges which will equal the total 
amount to be spread, which is usually the 
original cost less the expected scrap value 
and perhaps plus the costs of scrapping. 

The Creation of the Reserve for Depre- 
ciation.—After we have determined the 
charge to be made for depreciation for a 
given accounting period, we make an en- 
try debiting an expense or cost account 
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and crediting an account called Reserve 
or Allowance for Depreciation. 

One of the first questions a student usu- 
ally asks at this point is: why not credit 
the asset account? As a matter of fact 
most of the confusion in connection with 
the interpretation of depreciation prob- 
lems would be eliminated if we did do the 
more obvious thing and write down build- 
ings and equipment directly. We hunt 
around to find some plausible explanation 
for a procedure which probably was 
started on an entirely different theoretical 
basis, and we tell him that since deprecia- 
tion is such a crude estimate it is desirable 
to postpone the actual writing down of the 
asset until we see how we are coming out, 
that we wish to preserve an easily acces- 
sible record of the original cost of the 
plant, that if the reserve for depreciation 
is shown on a balance sheet together with 
the original cost, an indication is given to 
the reader as to the depreciation policy of 
the company, and so on. But we continue 
to make the entries in that way and find 
ourselves faced with the necessity of ex- 
plaining the nature of the reserve for de- 
preciation and combating other interpre- 
tations of the term “reserve” and other 
misconceptions of the nature of deprecia- 
tion. 

Much of the disagreement in the discus- 
sions of depreciation reserves has un- 
doubtedly been partially caused by the use 
of only one reserve for depreciation for the 
entire property instead of one reserve for 
each type of property. In the detail plant 
accounting records we may well split up 
the reserves for depreciation so that we 
have a separate item for each important 
unit of property. 

What is the Reserve for Depreciation? 
—If we agree with the analysis just m 
of the depreciation problem, the deprecia- 
tion reserve becomes an account which ac- 
cumulates a decline in value of some other 
account—a contra account having no par- 
ticular significance by itself but always be- 
ing related to some principal account. 

Perhaps a more important figure than 
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the amount of the reserve is the difference 
between an asset account and its reserve 
for depreciation. This amount is some- 
times called the present value of the asset. 
If it is a present value it is the present 
value to the enterprise to which it belongs 
as a going concern. It is necessarily the 
present value in that an asset of like age 
and condition could be purchased or could 
only be purchased for that amount. 
Strictly speaking it is merely the balance 
which has not been charged to the cost of 
the product or service produced by the 
business. It is a long-time deferred charge. 
It is not necessarily a value which should 
be used for taxation or for any other pur- 
pose. Insofar as we attempt to present 
balance sheets which reflect present market 
or replacement values, the difference be- 
tween an asset account and its reserve for 
depreciation should approximate these 
values, but no matter what basis is used, 
the undepreciated balance is an amount 
which we intend to charge to the expenses 
or costs of future periods, and the reserve 
for depreciation is nothing more nor less 
than an offset to some asset account inso- 
far as the estimated amount corresponds 
to the actual facts of life and scrap value 
which will be disclosed when the asset is 
retired. 

The Relation of the Reserve for Depre- 
ciation to the Assets—A great deal of 
confusion concerning depreciation arises 
from the interpretation of the depreciation 
policy as a means of providing for or fa- 
cilitating the making of replacements. It 
is almost literally true that nothing could 
be further from the facts. The deprecia- 
tion problem is exactly the same whether 
the asset is to be replaced or not. As a 
matter of fact few assets are ever replaced 
with another asset of exactly the same kind 
or cost. There is a shred of truth, how- 
ever, in the statement that the creation of 
a reserve for depreciation will make it 
easier to finance the replacement of an as- 
set when it wears out. This is based on 
the fact that if one asset is written down 
another must be written up, or a liability 
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must be reduced, if the balance of assets 
and equities is to be maintained. So if a 
reserve for depreciation is built up, it is 
possible that the net amount of assets other 
than the depreciated property will in- 
crease, which will tend to make it easier to 
finance replacements than if these new as- 
sets were not present. But there are sev- 
eral conditions and contingencies to be 
kept in mind. 

In the first place there is no certainty 
that the total of other assets or the total 
of other net assets will be increased if a re- 
serve for depreciation is created. The 
one essential requirement, which is often 
absent, is that the business shall always 
make a net profit or at least break even. 
If the business operates at a loss for a 
period, any amount of reserve for depre- 
ciation can be set up without affecting in 
the least the total amount of other assets 
or of other net assets. 

Then, even though we admit the con- 
tinuation of profitable years, the assets 
which come into the business as an accom- 
paniment of the reserve for depreciation 
will, unless definite steps are taken to pre- 
vent it, be used for making extensions to 
plant, to retire obligations, to pay divi- 
dends, or for some other purpose. These 
assets are in exactly the same position as 
any assets acquired through the conver- 
sion of merchandise, material, fuel, sup- 
plies, etc. They usually come into the 
business in the form of cash or receivables 
and are used in whatever way seems to be 
most desirable. They do not automatically 
accumulate in a convenient fund. This 
much, however, can be said: if the business 
always breaks even or shows a net profit, 
and if the assets are not needed for other 
purposes, a conscious policy may be 
adopted of setting aside a cash fund equal 
to the amount of the reserve for deprecia- 
tion to be used as a replacement fund, and 
the mere accumulation of the reserve for 
depreciation will facilitate the accumula- 
tion of such a fund. 

Reserves for full accrued depreciation 
are sometimes called “useless” 


reserves, 


Accounting for Current Depreciation 


but this appears again to be a confusion 
between the reserve for depreciation and 
the replacement fund. It is a misconcep- 
tion which is also undoubtedly due to the 
unfortunate practice in some businesses, 
particularly in public utilities, of having 
but one reserve for depreciation account 
instead of having several, one for each im- 
portant type of property. It is true that 
a replacement fund, much smaller than the 
amount of the reserve for depreciation, 
would adequately take care of the financ- 
ing of replacements, but that has nothing 
to do with the adequacy of the reserve for 
depreciation in its function of accumula- 
ting the amounts charged to expense and 
cost during the lives of the units of fixed 
assets of the enterprise. If the estimates 
are correct, every cent of the reserves for 
depreciatior will be needéd to retire the 
cost of the property. Nothing less than 
a reserve for the full accrued depreciation 
will give the proper charge to expense or 
cost in the earlier periods of the life of an 
asset, or indicate the proper amount to be 
charged to future operations. 

The notion that somehow or other a 
public utility will benefit at the expense of 
the consumer by increasing its earnings 
with the use of the additional property 
which it may acquire with the funds that 
are created along with the reserve for de- 
preciation is also related to this same fall- 
acy. Assuming that the additional prop- 
erty is acquired, even then the rate of 
return will not necessarily increase, and 
the rate of return is the principal axe 
which the consumer has to grind. As a 
matter of fact it can be demonstrated that 
the straight line method of depreciation 
does tend to result in an increased rate of 
return. But if the implicit interest is rec- 
ognized and the cost of an asset is looked 
at as the discounted present value of a 
series of future services and a resulting in- 
creasing depreciation charge, correspond- 
ing to the amortization of an annuity, is 
used, the rate of return will remain con- 
stant in spite of the increased gross earn- 
ings. But the straight line method can 
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still be defended because of the inevitable 
crudeness of the available estimates of life 
and scrap value of assets and because of 
our very clumsy and inaccurate methods 
of calculating depreciation which permit 
the so-called repairs or maintenance 
charges, which are really replacements of 
small units and should be handled as such, 
to increase during the later years of the 
life of an asset, thereby offsetting the ten- 
dency toward increased returns. 

The Reserve for Depreciation and De- 
ferred Maintenance.—It is often main- 
tained that the reserve for depreciation 
should be merely an indication of deferred 
maintenance—that a well maintained com- 
plex diversified property does not depre- 
ciate. The argument goes something like 
this: the value of a property of indefinite 
life is a function of its earning power; the 
maintenance of earning power is dependent 
upon the maintenance of service efficiency ; 
service efficiency can be insured if replace- 
ments are made promptly; hence, a prop- 
erly maintained property cannot decline 
or depreciate in value. The fundamental 
error in this line of reasoning is the failure 
to recognize or admit the fact that while 
it may be true that a business as a going 
concern may continue in existence in- 
definitely, the individual units of which it 
is composed do not last indefinitely. The 
ability of a machine to render service may 
be kept at a high level by proper main- 
tenance, but some day that machine must 
be retired from service. The price of a 
machine is the amount paid for a series of 
future services and as each unit of service 
is received the machine is worth something 
less to its owner or to anyone else than it 
was before. Anyone would admit that a 
second-hand automobile was worth less 
than a new one, either to its owner or to a 
prospective purchaser, and just what the 
difference is between one automobile and a 
thousand automobiles of different ages, or 
between one locomotive and a thousand 
other pieces of equipment of different ages, 
is difficult to see. 

The real relation of maintenance to de- 
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preciation is this: a policy of making re- 
pairs frequently and keeping the property 
in the highest possible physical condition 
prolongs the useful life of an asset and 
therefore reduces that part of depreciation 
which accounts for the net decline in value 
which takes place in spite of the repairs, 
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and the failure to make needed repairs has 
just the opposite effect. If an asset could 
be kept in service indefinitely there would 
be no net depreciation but there should 
still be the problem of spreading the re- 
pair costs which would create practically 
the same accounting situation. 


DEPRECIATION AND PUBLIC 
UTILITY VALUATION 


JoHN Baver 


obtained, differences of opinion could 

be reconciled, and the controversy 
could be simplified, if we settled in our 
minds just what we are trying to get at 
in connection with depreciation account- 
ing. I agree thoroughly with everything 
that was said by the preceding speakers 
as to how depreciation should be provided 
for, and as to accounting technique; but 
in both instances you undoubtedly observed 
that the terms “value” and “cost” were 
used interchangeably, or without clear dis- 
tinction as to meaning. 

What is the objective in establishing a 
proper depreciation policy, including 
suitable operating accounts and deprecia- 
tion reserve? Is it to enable the business 
to present the value of its properties, or 
to determine costs? Both the preceding 
speakers used both terms. I am not cer- 
tain whether they consider that the object 
of depreciation accounting is to assist in 
showing the value of the units of property 
used in the business as time goes. on, or 
whether the purpose is to show the cost of 
the properties and to make an allocation 
or distribution of property costs as time 
goes on between operating and capital ac- 
count. 

I may be wrong, but I am strongly of 
the opinion that there is a fundamental 
difference between the two conceptions. If 
the purpose is to show value, then I be- 
lieve that the showing of values of indivi- 
dual constituent units of property in a 
large business aggregation is all but use- 
less. The value of the business as.a whole, 
of the going concern, is the important 
quantity ; the individual items have no sep- 
arate significance. But the establishment 
of such value clearly has little relation to 
any detailed depreciation provisions. The 
value of the property as a whole is de- 
pendent upon earning power; but, of 
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course, sustained earning power requires 
the maintenance and replacement of prop- 
erties, hence its determination does involve 
a proper allowance in the operating costs. 
But the value of the property depends upon 
earning power, without regard to the 
amount of the depreciation reserve accu- 
mulated through charges to operating 
costs. 

My feeling is that much would be gained 
if we recognized directly that the object 
of depreciation accounting and the object 
of accounting generally, is to show costs. 
With this view, the accounts would supply 
the financial records of a business. At any 
given time, they would show the actual 
cost of the properties in use, and then the 
depreciation accounting would merely con- 
stitute cost allocation, or cost accounting, 
with respect to all those units of prop- 
erty which have a service life longer than 
a single accounting period. Materials 
which are purchased and used in a par- 
ticular accounting period, go entirely with 
their full cost into the operating account 
for that period. A machine with a life of 
ten years is purchased no less for operat- 
ing purposes, and ultimately must be in- 
cluded entirely in the operating costs; but 
its cost, manifestly, could not be included 
in the operation of a single period. If 
the purpose of accounting is to show costs, 
then the original cost of the machine must 
be charged originally to capital account 
and then distributed or allocated by 
periods to show the cost of operation for 
each period of the ten years. 

With such a consistent cost proposition, 
the depreciation reserve, if properly ac- 
crued on the basis of property costs and 
the proper cost allocation of the various 
constituent items to successive periods of 
operation, merely shows the amount of 
the property costs or capital charges 
which belong to past operation. The 
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property account shows the original cost 
of all the properties which are still used 
in service. That furnishes a convenient 
cost record. The depreciation reserve 
shows the amount of the total property 
costs which have already been charged or 
allocated to past operation. So the re- 
serve constitutes a single cost record with 
respect to capital charges. 

This view hooks up directly with my 
own particular part of the subject—the re- 
lation of the depreciation reserve, prop- 
erly determined, to public utility valua- 
tion. To understand this relation, we 
must have a clear conception of the pur- 
poses of public utility accounting, the 
uses that the utility accounting shall 
serve. We come immediately to rate mak- 
ing. The object of public utility regula- 
tion is largely rate control. The signifi- 
cance of the accounting, including all pro- 
visions for depreciation, depends upon rate- 
making policies, how and upon what basis 
rates are made. 

Here we come to the fundamental diffi- 
culty in the whole field of public utility 
valuation and rate-making, in that we have 
never had a clear legal definition to deter- 
mine just how rates are to be made. Our 
statutes provide that the public service 
commissions shall fix reasonable rates, and, 
mostly, go no further than just that gen- 
eral and undefined mandate. The com- 
missions then struggle over how reasonable 
rates are to be determined, by what yard- 
stick they are to be measured. Some of 
the statutes go somewhat further, requir- 
ing that rates shall be so fixed as to bring 
a fair return upon the “fair value” of the 
property used in service. This standard, 
however, was established long ago by the 
Supreme Court of the United States in the 
famous case of Smyth v. Ames. Except 
for the general restriction that a fair re- 
turn on the “fair value” of the property 
must be allowed, there are no legislative 
determining bases of rate-making. 

The common conception, however, is 
that rates shall be based on costs. Reason- 
able rates are rates that cover the cost of 


service. The rates in the aggregate pro- 
vide for the aggregate costs. This applies 
to operating expenses, to maintenance, 
taxes, and to all the ordinary operating 
items; the reasonable costs are included 
in the determination of rates. This policy 
has been almost generally adopted by the 
commissions, although not explicitly pro- 
vided for by the statutes. It has all been 
recognized by the courts. But when we 
come to the last factor which must be pro- 
vided for by the rates—the return on the 
properties—we have been prevented by the 
courts and by the lack of explicitness in 
the statutes from establishing and follow- 
ing a clear cost policy. We have distinctly 
departed from the cost concept in allowing 
for the return, and have been forced to a 
“value” standard—and that standard has 
not been precisely defined. 

As a rough average, the aggregate rev- 
enues paid by all classes of consumers are 
applied to the extent of about 75% to op- 
erating expenses and taxes—elements 
which are based directly upon cost as 
shown by the accounts of a company— 
and only about 25% to return on property 
based upon “value” subject to determina- 
tion whenever rates are to be fixed. 

In the determination of fair value, a 
commission must make allowances for the 
original cost, the reproduction cost, the 
depreciation, and any other factor that 
may have relevancy or bearing in the par- 
ticular case. The rule is vague. It does 
not define; but, mind you, it is “fair 
value,” and not cost. Insofar as “fair 
value” is different from cost, then all the 
accounting provisions with regard to 
property costs, depreciation charges and 
depreciation reserves—all relating to cost 
and cost allocation—become meaningless, 
because when you come to the determina- 
tion of the value, all the accounting that 
you have gone through, all the cost records 
that you have kept, have little significance. 
They are merely “factors” among other 
“elements” that must be given considera- 
tion; only a minor factor under the law 
as interpreted and administered. 
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In my opinion, utility rates should be 
based squarely upon costs in their entirety. 
If we are to carry out a comprehensive 
rate-making policy with respect to rail- 
roads and all the various utilities, then 
we cannot proceed satisfactorily upon any 
other basis than cost is applied to all fac- 
tors. ‘This is recognized, as I have al- 
ready stated, with regard to all operating 
expenses and taxes, and I believe it ought 
to be accepted with regard to property; 
otherwise we shall just fumble in confusion 
in our efforts at rate-making. That is 
what we have been doing very largely, be- 
cause of the great difficulties of making 
repeated valuations for rate-making. The 
unwieldiness of handling the single—and 
the minor—element entering into rates, is 
principally responsible for the growing dis- 
satisfaction with rate-making. 

The only way, in my opinion, to cut 
through the growing confusion of rate- 
making is to establish a comprehensive cost 
system which can be administered through 
accounting control. This requires special 
legislation designed particularly to effect 
a reasonable transition from the present 
undefined and variable “fair value” to a 
fixed rate base as shown by the accounts. 
A valuation of present properties would 
probably be necessary on the basis of pres- 
ent conditions, but the amount in each in- 
stance would be fixed once for all and taken 
upon the acccounts as an unchanging sum 
to be substituted for cost. For all later 
additions, however, actual cost would be 
entered into the accounts. Except for the 
initial valuation, a systematic cost system 
would be established. 

In such a cost system, the depreciation 
reserve should measure the amount of the 
property costs that belong to past opera- 
tions. Then it would be possible to take 
directly from the accounts the original 
cost (or initial valuation) of all the prop- 
erties used in service, and deduct from it 
the depreciation reserve, together with all 
other operating reserves. The balance 
would give the rate base or, if you prefer, 
the “value,” upon which rates are to be 


predicated. You could still call the amount 
“value,” in the interest of legal phrase- 
ology, but it would be cost or investment 
(except for the initial valuation). It would 
be the rate base on which accurately the 
company or the investors would receive a 
return. 

Such a cost system could be readily ad- 
ministered and rates could be changed 
promptly with changing costs. But, of 
course, we are far from that situation. 
Hence we flounder—and we flounder terri- 
bly—in our efforts to regulate rates. The 
job is going largely by default, and the 
public is compelled to consider the possi- 
bilities of public ownership and operation. 

Where commissions have prescribed uni- 
form system of accounts, which provide for 
detailed property accounting on a cost 
basis, most of the systems provide also for 
depreciation charges to operating expenses, 
and for the accrual of depreciation reserves 
on a cost basis. Notwithstanding these 
provisions, however, most of the commis- 
sions have not adequate power to compel 
the enforcement of systematic depreciation 
allowances. But even when they do have 
power, and when proper depreciation pro- 
visions have been made, when they finally 
come to the determination of the “fair 
value” of the property, neither the pro- 
perty costs nor the reserves have any defin- 
ite significance as a factor. They are 
largely discarded for a physical appraisal 
based upon new unit prices, overheads, go- 
ing value, and depreciation, with little re- 
gard for the costs as shown by the 
property accounts and reserves. 

So far as the fundamental law is con- 
cerned, it is true that the Supreme Court 
long ago, in the Knoxville case, to which 
Mr. Adams referred, definitely recognized 
the fact of depreciation; that in fixing 
the “fair value,” depreciation must be de- 
ducted from the “value” new of the pro- 
perty. The opinion went far into the sub- 
ject and provided for the inclusion of all 
elements of actual depreciation. The same 
view was expressed, but not quite so com- 
prehensively, nor in such detail, in the Min- 
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nesota rate cases. A careful reading of the 
opinions in these cases will show that the 
Supreme Court had the conception that 
there is depreciation, and that this consists 
not only of physical wear and deterioration, 
but also of obsolescence and inadequacy, 
and of any factors which serve to reduce 
the service life or serviceability of indi- 
vidual units of property. The Supreme 
Court, moreover, looked not upon the pro- 
perty as a whole, but upon the various con- 
stituent units. 

The fundamentals expressed in the 
Knoxville and Minnesota rate cases have 
never been explicitly modified by any sub- 
sequent decision or opinion of the Supreme 
Court. But the Court has taken the posi- 
tion that the amount to be determined is 
the actual depreciation; that it is not to be 
a reserve that may have been accumulated. 
That it may be just a bookkeeping entry, 
and may have nothing to do with the actual 
depreciation of the property. The reserve 
may be much greater or much _ less 
than the actual depreciation. If it is ex- 
cessive, then the excess belongs to the 
company, and really constitute surplus, 
and not depreciation. If the reserve is 
inadequate, the “fair value” is still to 
be determined with the deduction of 
the actual depreciation. That view, I 
think, is based rather reasonably upon 
the conditions with which the commis- 
sions and the courts have struggled. 
The statutes have never established sys- 
tematic requirements as to how deprecia- 
tion shall be handled. Hence, while in most 
instances the accounting systems assume 
that the depreciation policy would be fol- 
lowed, yet the companies have mostly been 
left free to fix their own depreciation rates. 
In some instances the rates have been ex- 
cessive. In many more instances they have 
been woefully inadequate. Very few, if 
any, have made exactly proper provisions. 
Hence, in the determination of “fair value,” 
the depreciation reserve as shown by the 
accounts really has little use in the esta- 
blishment of actual depreciation. 

There are also other instances where, 


under commission authorization, the depre- 
ciation policy as such has been abandoned 
and the retirement conception substituted. 
In such cases, of course, the reserve is not 
even intended to indicate the actual depre- 
ciation. The view of the courts, therefore, 
is that the depreciation in determining the 
“fair value” of a property must be based 
upon physical inspection of the various 
units of property. It cannot be computed 
on a theoretical basis without regard to 
the physical condition of the property, its 
state of repair, its wear, and its actual re- 
lation to the needs of operation. Out of 
the concrete facts revealed by investiga- 
tion, the amount of depreciation must be 
established. 

Considering the terms of the statutes 
dealing with depreciation, valuation and 
other phases of rate-making, and in view of 
the almost universal failure to set up prop- 
er depreciation provisions, the court deci- 
sions requiring the determination of the so- 
called actual depreciation, is altogether 
reasonable. Hardly any other position 
could have been intelligently taken. But, 
now the question is raised, what constitutes 
actual depreciation? This language has 
been twisted by many lawyers and writers 
to serve their special purpose; and it is 
easy, you know, to substitute terms and 
meanings for the language of the courts. 
“Actual depreciation” has been converted 
into “observed depreciation,” and this has 
been given the significance of mere “de- 
ferred maintenance.” The utility com- 
panies are, of course, interested in 
every valuation to have as little de 
ducted for depreciation as possible. If 
I were an engineer employed by a company, 
I should naturally carry out its interests, 
and I should reduce to the minimum the 
elements included in depreciation. Hence, 
the actual depreciation which, according 
to the Knoxville and Minnesota rate cases, 
would include physical wear, obsolescence 
and every factor that actually shorten the 
economic serviceability of units, is being 
presented almost uniformly by the com- 
panies before the commissions and the 
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courts as the most superficial element of 
depreciation—the plainly visible deferred 
maintenance. If a structure needs paint, 
that is depreciation; if windows are 
smashed, that is depreciation. The obvious 
physical deteriorations are taken to consti- 
tute actual depreciation; but the less obvi- 
ous factors, even physical wear, and, parti- 
cularly, obsolescence, are omitted. The 
companies contend almost uniformly that 
these elements do not enter into the ob- 
served depreciation, and do not constitute 
depreciation at all; that they must be pro- 
vided not through current depreciation 
charges to operating expenses, but through 
direct charges to operating expenses when 
the property is retired. 

One of the chief problems in public util- 
ity regulation and valuations, is to get the 
general conception of depreciation esta- 
blished in clear-cut terms as a matter of 
law. That the ordinary depreciation re- 
serve under present conditions cannot be 
accepted as actual depreciation is perfectly 
clear. That actual depreciation must now 
be determined through physical inspection 
is equally clear. But what constitutes 
actual is not so clear. Does actuality in- 
clude only paint that is lacking, and similar 
maintenance, or does it include also the in- 
ternal wear of complicated machines, also 
the obsolescence or inadequacy that has 
developed because of which a perfectly fine- 
looking machine is nevertheless on the way 
to the scrap heap? Unfortunately, we do 
not know just where we are with regard to 
that point. 

Just a word in regard to the accounting 
change which has received approval by 
the National Association of Railroad and 
Public Utility Commissioners. It is un- 
fortunately, true—I say “unfortunately” 
with real feeling as to its bearing upon 
sound policy—that this august organiza- 
tion has committed itself in favor of sub- 
stituting the retirement system for the 
depreciation policy. It placed itself in 
favor of an evasion of what are the realities 
of public utility financing. In my opinion, 
this recognition of the retirement system 


signifies a very successful maneuver on the 
part of far-flung utility interests in getting 
their ideas recognized by fine-meaning 
groups of men, but who on their own indi- 
vidual parts know very little of what the 
change is all about. The Interstate Com- 
merce Commission, which has always been 
much more progressive, has always had 
better trained men and has always had a 
more skilled technical staff than any state 
commission, has not fallen for the propa- 
ganda which brought the National As- 
sociation into line with the objectives of the 
companies. 

It has been just “rot” to ignore func- 
tional depreciation of a property which 
contains a lot of units which any engineer, 
or even an economist and accountant, could 
plainly see is junk, notwithstanding its im- 
posing physical appearance. To say that 
such units are as good as new until they 
have been actually scrapped, is rank non- 
sense. What is the result? Take any 
large power company, and go through the 
power houses, through the shops, through 
the car barns, through the building, 
through any class of property, and you will 
see a vast number of units which are kept 
for no other operating purpose than for 
valuation. So long as the items are kept, 
and so long as they may be used once a year 
or once in five years, they are treated as 
reserve facilities, are counted as good as 
new, and go into the valuation accordingly. 
This, of course, is rank piffle as to actu- 
ality! 

I think this accounting association can 
do a great service in the public interest to 
cut through these superficialities and in- 
sincerities. It can help establish the prin- 
ciple that cost shall be the basis of rate- 
making, and that the same principle applies 
to capital costs and to the allocation of 
capital costs, as to operating expenses and 
taxes. Under such a system the deprecia- 
tion reserve can be properly accrued year 
by year on the basis of cost, and can then 
be directly applied for the determination of 
the “fair value” or rate base. But until 
the cost principle is established as a matter 
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of law, all the accounting provisions for 
property and depreciation in relation to 
capital and operating costs, have no basic 
significance in rate-making. They may 
serve useful administrative purposes for the 
companies, but will not serve as yardsticks 
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for rates. The fundamental problem, 
therefore, is the establishment of proper 
legal policy. As to proper accounting 
standards, there is almost unanimous agree- 
ment among intelligent people who have no 
special interest to serve. 
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THE CONCEPT OF DEPRECIATION AS AN 


ACCOUNTING CATEGORY 


James C. Bonbright 


expressing at least a difficulty with 

the view that is generally accepted by 
the accountants, to the effect that the de- 
preciation represents loss of value. We get 
that difficulty particularly with public util- 
ity problems. 

I think I am speaking the truth when 
I say that every economist, without a single 
exception, agrees that whatever is the 
proper basis of rate control—and some say 
that actual cost is the proper basis; others 
that reproduction cost is the proper basis, 
and still others, like President Hadley, that 
there is no proper rate basis whatever— 
that basis cannot logically be the value of 
the property. For value is simply an ex- 
pression of the prospective earning power 
of the business, and of course it is circular 
reasoning to attempt to limit the earnings 
of a utility by reference to present or pro- 
spective earning power. That being the 
case, how can we introduce depreciation 
as a category in the rate base, if we agree 
that we shall define depreciation as a loss 
of value, and if at the same time we deny 
that value is a proper concept in public 
utility rate control? There is the funda- 
mental difficulty. It is a difficulty that is 
not exclusively confined to public utilities, 
however. We find the same thing in the 
accounting of the ordinary industrial com- 
pany whose earnings are not subject to 
control. 

Conventionally, depreciation is a deduc- 
tion from the original cost, the actual cost 
of the assets. That actual cost of the assets 
is not written up generally in order to ac- 
cord with the present value of the property. 
Well, if it is not written up in order to 
accord with that present value, then no de- 
duction that we may make for wear and 
tear or for obsolescence will write the asset 
down to its current value, to its present 
value. It seems to me, therefore, that with 
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industrial companies, no less than public 
utilities, we shall probably have to abandon 
the notion that depreciation in the account- 
ing category represents loss of value. We 
come to the great difficulty, however, when 
we attempt to substitute some other defini- 
tion of depreciation than loss of value. 
There have been accountants who have 
recognized the objection to the accepted 
definition that depreciation represents loss 
of value, and have attempted to find sub- 
stitutes. {P. D. Leake, for example, t 
celebrated authority on depreciation in, 
England, has defined depreciation as ex- 
pired capital outlay or expired costj and/ | 
somewhat like that same notion has been © 
expressed by my friend Bauer in his pre- / 
vious address. ‘ 

I question, however, whether “expired 
capital outlay” is a term that will bear 
close analysis. After all, an outlay repre- 
sents a disbursement, generally a cash dis- 
bursement. You cannot say that cash 
disbursement gradually expires as the asset 
wears out. The disbursement is made. It 
is made once and for all, assuming that we 
are not on the installment purchase basis, 
on the date when the purchase was made. 
It does not gradually expire over the per- 
iod of years during which the property 
purchased wears out. If it expires at all, 
if it can be said to expire at all, it expires 
at once when the purchase was made. 

So “Expired capital outlay” seems to 
me not to meet the theoretical objection to 
the use of depreciation as defined as loss. 
of value. A more plausible theoretical. 
definition of depreciation is “Amortized | 
Costs.” That is to say, it is that portion 
of the cost of the asset which has, in fact, 
been written off, which has been charged 
against the operating expenses of the pre- 
vious year. I say “more plausible,” be~ 
cause even that definition has objections. 
It would seem to imply that a _bus- 
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iness which, wisely or unwisely, has not 
in fact written off anything for deprecia- 
tion, has not suffered a depreciation, be- 
cause if a business does not amortize its 
capital cost, then there is no amortized 
capital cost, and by definition there would 
not be any depreciation. 

I am still very much puzzled as to what 
terms we shall use for depreciation if we 
abandon, as I think we must, the idea that 
depreciation represents loss of value, and I 
leave that question open without attempt- 
ing to answer it, because I cannot give a 
satisfactory answer at the present time. 
I have one or two notions which are too 
inchoate to develop here in a few minutes, 
and I want to reserve the rest of my time 
to take up a highly practical matter, this 
problem of the use of accrued depreciation 
accounting, rather than the use of retire- 
ment reserves in public utility regulation. 

Coming now to the problem of the re- 
tirement reserve as distinct from the ac- 
crued depreciation reserve, there are many 
factors which properly may be taken into 
account in deciding which of these two poli- 
cies is the desirable one. To my mind at 
the present time one factor overshadows 
all others, and that factor is the connection 
between the amount of depreciation that a 
public utility will be permitted to deduct 
annually as a part of its operating ex- 
penses, and the amount of depreciation that 
a public service commission will be per- 
mitted to deduct from the rate base in 
fixing the rates. 

While I am inclined to think if we could 
begin de novo and if we could make our 
theory of the rate base conform to our 
theory of annual depreciation deductions, 
the accrued depreciation system is prefer- 
able to the retirement reserve system, I am 
also in considerable doubt as to whether 
it would be wise for public service commis- 
sions to reverse themselves at the present 
time and introduce the accrued depreciation 
system into public utility accounting to- 
day. My fears on that score are illus- 
trated by the situation with the Ameri- 
can Telephone and Telegraph Company 
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and its system. The American Telephone 
and Telegraph system stands almost alone 
among public utilities as the greatest pro- 
ponent of the accrued depreciation method, 
and it is now acting on that policy and 
making reserves for depreciation on the 
straight line basis rather than adopting the 
policy advocated by the railways and the 
electrical companies, of setting aside mere 
small retirement reserves. What is the re- 
sult? The result is that the telephone com- 
panies have been deducting and have been 
allowed to deduct in their operating ex- 
penses very large items for depreciation 
reserves, which when it comes to a rate case 
they have not been forced to deduct from 
the rate base. I refer notably to the New 
Jersey telephone decision by the United 
States Supreme Court, in which the Court 
held, overruling the New Jersey Public 
Utilities Commission, that depreciation is 
a factual matter; that the amount of de- 
preciation to which the utility is subject in 
computing the rate base does not depend on 
the amount of reserve which the telephone 
company has in fact acquired. 

Now, as my friend Bauer pointed out, 
the Courts, including the Supreme Court, 
have tended within recent years to accept 
the view that the only depreciation pro- 
perly deductible is what they call “ob- 
served depreciation,” and that means only 
that type of depreciation which it is pos- 
sible for an engineer looking over the pro- 
perty and inspecting the property to see 
with his eyes—at least, the deductions for 
observed depreciation do not go much be- 
yond that point. Without arguing the case, 
I think everyone will agree that the deduc- 
tion of observed depreciation is almost sure 
to result in a smaller deduction of deprecia- 
tion from the rate base than would equal 
the amount of reserve called for on an ac- 
crued depreciation accounting system. If 
the public utility commissions today were to 
order every electric company in this coun- 
try to set aside a depreciation reserve based 
on the accrual method, I suspect that the 
result would be that the utilities would be 
able to deduct in their operating expenses 
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much larger depreciation reserves than 
they could be forced to deduct later from 
the rate base. Unless, therefore, we can 
get a complete revolution in the rate base, 
a revolution which will require a cor- 
respondence between the depreciation that 
is deducted in operating expenses and the 
depreciation that is deducted from the rate 
base, I am inclined to favor doing the very 
thing that I would not want to do but for 
this one difficulty, namely, to persist in the 
retirement reserve method rather than in 
the accrued depreciation method. 1 am 
afraid that the companies will get it com- 
ing, and they will get it going if we do any- 
thing else. 

I might mention in that connection the 
recent New York telephone case which 
seems to give rise to the hope that perhaps 
the courts, even without any statutory en- 
couragement will permit commissions to 
deduct from the depreciation in the rate 
base an amount equivalent to the reserve 
which they have actually deducted through 
their operating expenses. I think that de- 
cision of the lower statutory court is some- 
what encouraging, but I want to point out 
that it is by no means as encouraging as 
one might think at first glance. In the 
first place, it is only a lower court decision. 
In the second place, the court distinctly 
did not hold that the amount of the depre- 
ciation reserve must necessarily be de- 
ducted from the rate base. It simply held 
that the New York Telephone Company, 
by setting aside the reserves which it did, 
gave prima facie evidence that it thought 
that its property was depreciating as fast 
as the reserves would indicate. The court 
said the burden was on the company to dis- 
prove that presumption, but the court 
thereby implied that the presumption was a 
rebuttable presumption, and unless I miss 
my guess the company is going to attempt, 
in some later case, to rebut the presump- 
tion and to point out that its depreciation 
deductions from operating expenses were in 
fact an excess of the amount of deprecia- 
tion which it has suffered in the rate base. 

I am afraid that if the public service 
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commission takes the attitude that it should 
not merely permit but actually require all 
companies to set aside a reserve similar 
to the reserve which the New York Tele- 
phone Company has been deducted, the 
courts may even abandon their position 
that the amount deducted from the reserve 
is presumptive evidence of the amount of 
depreciation; for if the accrued deprecia- 
tion system is forced upon the companies 
against their will, rather than adopted vol- 
untarily, then it cannot be argued by at- 
torneys for the city and for the Public 
Service Commission that the companies 
themselves recognize the existence of this 
depreciation by setting aside so large a re- 
serve. 

I conclude my remarks, then, by stating 
that, in my opinion, at the present time we 
would better choose the lesser of the two 
evils, the voluntary retirement policy, un- 
less and until we can get a clear cut ex- 
pression by the court of it readiness to re- 
quire the utilities to submit to that same 
deduction from the rate base that they are 
permitted to make from the operating ex- 
penses. 


(The discussion appearing below fol- 
lowed the reading of Professor Bonbright’s 
paper. ) 

Mr. Apams. Does anyone else wish to 
add to this discussion? Dr. Bauer, I think 
you may wish to make some observations. 

Mr. Jonn Baver. Mr. Chairman, I had 
had my full time, I am sure. Since the dis- 
cussion has turned too much to public utili- 
ties with relation to public utility rate- 
making, there are, of course, a lot of other 
matters that ought to be brought in, and 
which of course naturally cannot be 
brought in within the limited time 
available. I was very much interested in 
the particular idea that Mr. Bonbright de- 
veloped. I do quite agree with him that 
there is the danger that he points out; at 
the same time I think that further discus- 
sion of his observations is highly desirable. 

Mr. Dickerson just made the comment to 
me, which I hoped he would present on his 
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own account, that we are in danger of 
coupling up policy, confusing policy with 
science. We should be concerned here with 
science. I would change it for my part— 
I think he is right—I would modify it 
for my part just a little bit in this way: 
That we are in danger of mixing up ex- 
pediency with what is fundamentally good 
policy, sound policy and sound principle 
with science. Now, if the things that Mr. 
Bonbright mentioned come about and would 
be inevitably incurred and could not be 
avoided by the use of common sense, I think 
I would go with him. I don’t believe that 
we are quite in the straits that he states— 
not quite so bad as he seems to think— 
and I think that we are in a position where 
we can do something about the situation 
so as to line up sound policy with funda- 
mental principles of what is correct, what 
leads to desirable results. 

Now, just two or three things as briefly 
as I can present them, to bring out Mr. 
Bonbright’s ideas a little bit further. 

I don’t think the Supreme Court of the 
United States has gone anywhere nearly 
so far as Mr. Bonbright seems to think 
in disregarding what is really depreciation. 
I have tried to follow very conscientiously 
and thoroughly the decisions of the Su- 
preme Court with respect to these financial 
categories dealing with public utilities. I 
have found nothing anywhere that the Su- 
preme Court has said that would pre- 
clude the inclusion in depreciation of any- 
thing which is in reality depreciation. The 
Supreme Court has said nothing to the 
effect that you shall take simply these su- 
perficial things that can be readily ob- 
served by anybody as a limit of deprecia- 
tion. It has recognized depreciation but 
it has held that depreciation must be fac- 
tual, must not be just theoretical, must not 
be determined by mere closet calculations 
without regard to a study, an investigation 
of properties. Take, for example, perhaps 
the clearest case in point, the Indianapolis 
Water Case. That illustrates excellently 
what the difficulties are and what has led, 
perhaps, to decisions, or to expressions of 
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opinion which give wrong slants. In that 
case the company had made a careful study 
of the properties—or it had made a study 
of the properties. It presented an engineer 
who testified on depreciation. He had 
made an examination of the property. He 
had testified as to what he, on the basis 
of his examination of the property, found 
to be the depreciation. Now, on the other 
side—and here is one difficulty that we 
have been struggling with—on the other 
side the city had a lack of funds, and the 
commission was not adequately equipped 
to make a thorough, concrete study of de- 
preciation, which means that on the public 
side there was a closet study made of de- 
preciation on the straight line basis with- 
out regard to the examination of the pro- 
perty to see whether the depreciation had 
actually occurred. Now, you can take an 
expensive machine and just simply assume 
that it has a 20-year life and depreciate 
it on a 20-year life basis. Actually that 
machine may have a 30-year life basis or 
a 40-year life, because of particular con- 
ditions. Now, that is the kind of actuality 
that must be looked into in the determina- 
tion of depreciation. The city did not do 
that. It just took tables, applied like 
tables to properties, and figured in that 
way the depreciation. That cannot be 
done. In my opinion, however, if the city 
had gotten competent engineers, if on the 
public side competent engineers had gone 
into the properties and pointed out “This 
property is obsolete,” and pointed out why 
it is obsolete, I think the obsolescence would 
have been recognized by the court as de- 
preciation if, of course, the master, the 
lower bodies, had said that it was deprecia- 
tion. Unfortunately that was not done, 
and that did give Justice Butler the op- 
portunity of making observations which 
do point—rather, slant toward—the con- 
clusion, or a possible alternate conclusion, 
that it is the superficial thing that is de- 
preciation and the actuality can be disre- 
garded. Of course, in modern utilities it 
is the obsolescence that is the real deprecia- 
tion; the other is mostly superficial. 


Finally the telephone case that Mr. 
Bonbright referred to. That is a notable 
case. I had intended to refer to it in my 
first talk, but it was crowded out. The 
Supreme Court did have the telephone case 
brought up from New Jersey. It did dis- 
regard the reserve. Why? Well, I don’t 
know all there is to be said about the case. 
I know something about it. The public 
side had not been brought out in that case 
to show that the realities of depreciation 
were represented in the charges it had made 
to operating expenses and in the reserve 
that was accrued. ‘There was virtually 
nothing in the record there from the public 
standpoint that showed that the reserve 
was predicted upon realities of deprecia- 
tion that had taken place. It is in that 
respect that the New York case that was 
recently decided by a lower Federal court 
is different. In that case before the master 
it was brought out as evidence that the 
company considered obsolescence to be 
present in that property. The company 
there, in supporting its operating expenses, 
came out, produced expert testimony, to 
the effect that these charges were neces- 
sary because of the obsolescence that was 
taking place, and hence the accrual of the 
depreciation reserve was predicted upon the 
reality of obsolescence, to which the com- 
pany failed to testify. The record was 
full of reality, actuality of the depreciation 
that had taken place and that was in that 
reserve. That record went to the master. 
The master disregarded largely the 
facts. The master’s report went to the 
court. The court looked at the facts and 
found that the reserve did, so far as the re- 
cord was concerned, show that there was 
depreciation actually in the property it- 
self. Now, let that record go up to the 
Supreme Court of the United States—and 
even that record is not as good as it might 
have been. If the city and the commission 
had spent a great deal more money in hir- 
ing the best engineers available to point 
out obsolescence, the record would still be 
better, but I think that record is so much 
better than most records, from the public 
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standpoint, that I am inclined to think the 
Supreme Court will uphold the decision of 
the lower court. 

Let me say this: That as a reality the 
Supreme Court of the United States has 
been rather reluctant, has been decidedly 
reluctant, in interfering with what is 
fundamentally sound and correct. The 
chief difficulties, so far as courts are con- 
cerned, have been mostly with the lower 
courts, the Federal courts. Here you have 
a Federal court which, on the basis of a 
record, has made a good decision. That 
good record will probably go to the Su- 
preme Court. I am inclined to think that 
the Supreme Court will follow the lower 
courts. I think that the battle is not lost 
—TI think it is a long way from being lost 
—of putting depreciation and rate base 
matters upon a sound, scientific basis, so 
that rate control can be carried out sys- 
tematically as a matter of policy on 
sound principles. If we were to follow the 
lines. suggested by Mr. Bonbright and 
rather favored by several speakers, I think 
we would be in danger of giving up a fight 
which I am inclined to think we are nearer 
to winning than some of you gentlemen may 
think. Perhaps I am wrong, of course we 
don’t know, but I should hesitate to give 
up what is fundamentally right and de- 
sirable on the grounds that look to me as 
rather short term expediency. But of 
course, what is expedient and what is not 
is pretty hard to know. 

Mr. Apams. Do you wish to reply Pro- 
fessor Bonbright? 

Mz. Bonszicut. Well, I won’t take up 
more than a very few minutes of the meet- 
ing. I think it is hardly worth while to 
continue the discussion as to the matter 
of expediency, because it all depends on 
emphasis rather than on agreement or dis- 
agreement as to the facts of the case, and 
I may say that I quite agree with Mr. 
Bauer that the thing is a moot question. 

I would like to make one remark on a 
comment of a gentleman from the audience 
with respect to valuation and rate control. 
That was the point that he made, that you 
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can’t get rid of valuation as long as you 
allow a reasonable return on investment. It 
seems to me that a good answer to that 
statement is in the fact that this country 
alone of all countries in the world attempts 
to use valuation as a basis of rate control. 
In England, for instance, there have been 
private gas companies and private electric 
companies and private railways for years, 
and in no single instance has it occurred to 
the British Parliament to separate valua- 
tion as a basis on which to control rates. 
For instance, if we adopt the prudent in- 
vestment theory, that money contributed 
is the proper basis of return, that is not 
valuation although we may use valuation in 
a loose sense to cover it. Even if we ac- 
cept reproduction cost as the basis of con- 
trol, that is not valuation either. It is 
reproduction cost. And it seems to me to 
becloud the issue to speak of reproduction 
value, because those are two terms that 
won’t gibe with each other. Reproduction 
cost has a meaning, but reproduction value 
is like saying black white, or two terms that 
don’t fit in with each other. 

So I think there is no difficulty in rate 
control in avoiding the concept of value, ex- 
cept on this one point of depreciation, and 
there I confess that I am puzzled. 

W. A. Parton. These papers represent 
an excellent discussion of the crucial prob- 
lems of depreciation accounting. Perhaps 
no final conclusions have been reached, but 
certainly the ground has been covered and 
the issues presented in a very clear-cut 
fashion. As Mr. Dohr suggested, it is a 
little unfortunate that no public-utility en- 
gineer was here to present a thorough-go- 
ing advocacy of the retirement policy—so 
strongly espoused by the steam railways— 
as opposed to the accrual policy; other- 
wise there was nothing lacking to make this 
a very well-rounded consideration of the 
problem. 

This discussion indicates very clearly 
that the essential starting point, upon 
which all agree, is the proposition that 
fixed-asset costs, like current costs, must 
be charged to expenses, and recovered (if 


possible) through revenues, in some well- 
considered and systematic manner. It also 
indicates, I think, that there is no need for 
fundamental disagreement as to the proper 
treatment of hypothetical, theoretic cases. 
Assuming known costs and service lives for 
all items of plant, in detail, and known re- 
moval costs and salvage or other recover- 
able value, and leaving out of account the 
question of changing prices, it is indisput- 
able that the ideal treatment consists in 
spreading costs (plus removal less salvage) 
by the straight-line, compound interest, 
unit-of-production, or other systematic 
method as revenue charges over the in- 
dicated useful lives. In fact, under the 
ideal conditions we can go so far as to say 
that there is no distinction between balance 
sheet and income sheet criteria and points 
of view; under such conditions cost less de- 
preciation is also fair value in use (al- 
though there would still remain the con- 
trast between the market value of a 
business in its entirety and the total of the 
depreciated costs of plant properties, due 
to the intangible factors present). 

The controversy, then, is not or need not 
be one of disagreement as to fundamental 
conceptions and objectives; it is purely or 
largely a problem of technique. And on 
this score accountants, engineers, and busi- 
ness managers, are divided into two 
main camps. On the one hand are the 
advocates of the accrual or reserve ac- 
counting; on the other are the proponents 
of the replacement or retirement policy. In 
the first group are found industrial ac- 
countants and public accountants quite 
generally. The influence of such organi- 
zations as the Bureau of Internal Revenue, 
U. S. Chamber of Commerce, and—recent- 
ly—the Interstate Commerce Commission 
has also been thrown to the support of the 
outright depreciationists. In the second 
group we find most railway and public 
utility managements and a decided ma- 
jority of the engineers and accountants 
whose work lies largely in the field of regu- 
lated industry. Those in the first group 
feel that despite the complexity of modern 
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property, the difficulty of defining and dis- 
tinguishing repairs, improvements, replace- 
ments, etc., the influence of obsolescence 
and related factors, the movement of prices, 
and other sericus difficulties it is possible 
and feasible to adopt a policy of accruing 
depreciation which will yield results more 
accurate and reasonable than can be at- 
tained in any other way. ‘Those in the 
second camp hold that the technical diffi- 
culties are in general insurmountable and 
that more accurate and satisfactory results 
are obtained through the adoption of a 
conception of the property of the enter- 
prise as a totality coupled with a definition 
of maintenance in terms of such concep- 
tion—which means that operating expenses 
are charged only in terms of renewals and 
retirements, a treatment of fixed assets 
akin to the conventional handling of cur- 
rent assets. 

The explanation of this cleavage lies 
primarily in two facts. In the first place 
the public utilities are fearful of reserves 
because of the possible effect they may 
come to have on property value for rate- 
making purposes. They fully realize that 
in this country the crux of regulation is 
valuation; that the tendency of courts and 
commissions is to take care of the utility’s 
legitimate needs through the back door of 
property value rather than through the 
front door of rates as such. In the second 
place is the technical fact that much public 
utility property is peculiarly subject to 
piece-meal renewal, which permits grgdual 
and well-nigh complete replacementfinder 
the guise of maintenance. 

The orthodox accountant’s qua¥rel with 
the retirement policy can be stated under 
three heads: 

1. The policy does not yield reasonably 
adequate and uniform charges to operation 
in growing properties, in small properties, 
or in properties in which one or more large 
units, replaceable in their entirety, repre- 
sent a relatively large fraction of the total 
investment. 

2. The policy, as usually handled, re- 
sults eventually in the complete failure of 


the fixed-asset accounts to register the cost 
of the existing layout. Railway ties, for 
example, may be completely replaced at 
higher prices without any change in the 
property account. 

8. The policy leads to an ignoring of the 
depreciation accruing during the early 
years of a property, before renewals reach 
their maximum level. 

The controversy centers in the third 
point. It is in this connection that public 
utility engineers have developed the doc- 
trine that in a well-maintained, properly 
functioning property there is no accrued 
depreciation, that where a thoroughly 
satisfactory physical condition exists in 
the property as a whole there is no de- 
preciation, notwithstanding the fact that 
retirement may be imminent for many in- 
dividual items of plant and that many of 
the other items have been in use for a con- 
siderable period. As added support for 
this doctrine is often urged the fact that 
funds representing accrued depreciation 
which have been recovered through rev- 
enues are not needed (unless there are pos- 
sibilities of expansion) and hence their col- 
lection has constituted an unreasonable 
burden on the rate-payers. 

This doctrine is obviously unsound when 
applied to the single unit of depreciable 
property, and it can only be made alluring 
in terms of the large continuous enterprise 
having in service a myriad of individual 
plant elements, with varying remaining 
lives. It would be clearly impossible to 
argue, for example, that the deacon’s one- 
hoss shay had suffered no depreciation, as 
evidenced by its splendid operating condi- 
tion, up to the very moment of dissolution. 
Assuming, however, that the deacon had 
ten thousand shays, ranging from those 
just placed in operation to those on the 
verge of abrupt retirement, and that re- 
placements were regularly made as re- 
quired, the public utility engineer would 
find it easy to contend that there is no de- 
preciation in the fleet of shays as a whole. 
To the accountant this move from the 
simple to the complex, accrued depreciation 
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being annihilated in the jump, looks like 
rank sophistry and it is to be doubted if 
he will ever be able to follow his friend the 
engineer in this process of reasoning with- 
out, at least, entertaining serious misgiv- 
ings as to the conclusion. 

It would seem that the chief legitimate 
objection of the railways to the efforts of 
the Interstate Commerce Commission to in- 
troduce orthodox reserve accounting in 
dealing with the depreciation of way and 
structures (see I.C.C. order 15,100) lies in 
the fact that it is impossible to start with 
a clean slate and that the accrual system 
of accounting for depreciation can not be 
superimposed upon the present system of 
maintenance accounting. In other words, 
the classifications and rules as they now 
stand, to say nothing of the detailed pro- 
cedure, need radical revision if a thorough- 
going system of accruals is to be adopted. 

With respect to the deductibility in rate 
cases of reserves accumulated through 
operating charges it may be noted that 
such deduction is strictly equitable only if 
all assets in the form of special funds, se- 


curities, and other property, whether 
specifically devoted to the public service or 
not, which have been built up through de- 
preciation charges, and thus represent the 
value which is assumed to have expired 
from fixed assets devoted to public service, 
are included in the gross property value, 
and all income realized from such assets 
is included in earnings. If the calculation 
is in this form it matters little if the 
straight-line method or the sinking fund 
method of recording depreciation is used, 
or if rates are liberal or conservative. 
In conclusion I wish to say that I agree 
with Mr. Bauer that the courts have not 
explicitly and fully accepted the proposi- 
tion that only observed depreciation—de- 
preciation in its most obvious form— is de- 
ductible in regulatory valuations. The 
decision of the Federal Court (second Cir- 
cuit, New York) in the New York Tele- 
phone case, handed down last November, 
represents a complete acceptance of the 
view that reserves booked in good faith and 
on the basis of careful estimates are de- 
ductible in finding a rate base. 
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DEPRECIATION ACCOUNTING METHODS 


FOR PUBLIC UTILITIES 


L. R. 


This paper deals with only that part of 
the broad subject of depreciation which re- 
lates to the method of accumulating ade- 
quate reserves through which to retire 
property that ceases to be useful. Only 
incidental reference will be made to the 
valuation phases of the subject. The dis- 
cussion is further restricted to the field 
of public utilities as they exist in the 
United States because of the special con- 
ditions under which their operations are 
conducted. 

Nearly all public utilities are subject to 
regulation by governmental bodies, usually 
state commissions. Theoretically, their 
operations are monopolistic, and one of the 
primary functions of regulation is to fix 
rates which will yield a return to investors 
consistent with that which they could ob- 
tain from investments in other industries 
with similar risks. Such regulation im- 
plies that the cost of service, including 
operating expenses and taxes, depreciation 
requirements, and a fair return upon the 
value of the property, shall be readily de- 
terminable. Obviously, this requires a sys- 
tem of accounts which consistently reflects 
the financial showing and operations of the 
properties. 

Refinement in such accounting is in many 
respects more important than in other in- 
dustries operating on a competitive basis 
with prices determined by the law of supply 
and demand. Even in these industries more 
careful attention is now given to deprecia- 
tion accounting because of its bearing on 
federal income taxes. The word “deprecia- 
tion” has acquired so many meanings that, 
to avoid confusion, the more definite term 
“retirements” will be used herein for some 
of the matters under discussion. 


Il 


Although the major developments in the 
public utility field have occurred within the 


past forty years, the investment in electric 
power, gas, local transportation, water, 
and communication utilities in the United 
States is already approximately equal to 
the total investment in steam railroads, 
and the combination of utility and railroad 
investments is, in turn, approximately equal 
to the total investment in all manufactur- 
ing enterprises. 

The early years of public utility history 
were devoted to pioneering and develop- 
ment work, with comparatively little at- 
tention to accounting. Depreciation was 
given scant, if any, attention. In fact, 
prior to the Knoxville decision of the Su- 
preme Court in 1909, there were several 
court decisions denying the right to allow- 
ances in excess of current repairs. Other 
than for isolated instances, no attempt at 
broad standardization of utility account- 
ing was undertaken until about twenty 
years ago. In 1909 the Interstate Com- 
merce Commission made effective a system 
of expense accounts for interstate electric 
carriers. In 1914 the Commission revised 
and enlarged this system to cover all classes 
of accounts, including definite provisions 
for depreciation charges and reserves. 
These provisions applied to all classes of 
railway property but were made compul- 
sory only for rolling stock. The state 
regulatory commissions have found this 
system generally suitable for the intrastate 
electric railways under their jurisdiction, 
and no other system of railway accounting 
has been extensively used. 

In the meantime various state commis- 
sions had developed their own systems of 
accounting for other classes of utilities 
under their jurisdiction, there being no cor- 
responding federal agencies. While these 


systems were basically similar, they differed 
in many details and occasioned much con- 
fusion and annoyance to utilities operating 
in more than one state or to groups of 


othe 
ice or 


126 The Accounting Review 


widely distributed affiliated utilities. This 
difficulty was duly recognized by the vari- 
ous regulatory bodies, and in 1919 the 
National Association of Railroad and 
Utilities Commissioners appointed a special 
committee to draft a uniform system of ac- 
counts in collaboration with accounting 
representatives of the national utility as- 
sociations. Such a uniform system, with 
appropriate subsidiary details for electric, 
gas, and water utilities, was completed and 
formally approved by the Association in 
1922. This approval was not binding upon 
the members of this Association in their 
official capacity as commissioners of the 
several states, but the uniform system has 
gradually been prescribed by the state 
regulatory bodies until at present three- 
fourths of the states authorized to pre- 
scribe accounting methods have adopted 
this system. Since the development of this 
standardization, only one state for special 
reasons has adopted any other system. 
Other states are contemplating the adop- 
tion of this system, and still others would 
have done so but for the fact that their own 
previously prescribed systems agreed so 
closely therewith as to make a prompt 
change unnecessary. 

In 1927 the Interstate Commerce Com- 
mission, after further consideration of the 
subject of depreciation, proposed a more 
complete and detailed system of deprecia- 
tion accounting for interstate electric car- 
riers, corresponding to a similar system 
proposed in the preceding year for rail- 
roads. This procedure was in conformity 
with the provisions of Section 20 of the 
Transportation Act of 1920, requiring the 
Commission to determine the classes of 
property for which depreciation charges 
may properly be included in operating ex- 
penses, together with the extent of such 
charges. It is to be noted that the Act in 


question contains no direct mandate that 
any such property shall be so classified. 
The order of the Commission making the 
new system effective in 1928 was first sus- 
pended and then withdrawn for further con- 
sideration because of widespread criticism. 


The utilities in the United States, there- 
fore, have two major systems of account- 
ing: (1) the system developed by the 
Interstate Commerce Commission for inter- 
state carriers and a similar system for com- 
munication companies under its jurisdic- 
tion; and (2) the uniform system developed 
by the state commissions for local utilities 
under their jurisdiction. These are here- 
in referred to as Interstate and State sys- 
tems, respectively. In general, there are 
few fundamental differences between the 
two systems, both embodying recognized 
and established accounting principles. 
There is, however, a striking difference be- 
tween the Interstate and the State sys- 
tems with respect to depreciation account- 
ing. 

The Interstate system used by carriers 
and communication companies, and similar 
systems adopted by the Federal Power 
Commission and to some extent by federal 
income tax authorities, are based on the 
general theory that utility property is 
gradually consumed in service, that the use- 
ful life and salvage value of the various 
property elements are known with reason- 
able accuracy, and that uniform charges 
should be made in operating expenses for 
currently accruing depreciation. This is 
not done for the property as a whole, but 
major units or groups of similar units must 
under existing practice have separate sub- 
sidiary reserve accounts provided for their 
retirement, and deficiencies in one of these 
accounts may not be made up from excesses 
in another. In other words, the charge 
against any subsidiary reserve in connec- 
tion with a particular retirement is 
limited to the amount previously accrued 
therein with respect to the units of prop- 
erty involved. This so-called straight-line 
system of depreciation charges is intended 
to create and maintain a reserve consistent- 
ly equal to the accrued depreciation of the 
property, and under Interstate regulatory 
practice it is considered appropriate to de- 
duct such reserves in determining the fair 
value of the property. However, this latter 
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practice is not approved by the Federal 
courts. 

Pending the contemplated revision of In- 
terstate depreciation accounting methods, 
the following quotation from the 1914 clas- 
sification for electric carriers, relating to 
depreciation charges on equipment, will in- 
dicate the character of methods now in 
effect : 


This account shall include uniform 
monthly charges representing the deprecia- 
tion of equipment. These charges shall be 
based upon the percentage of the original 
cost (estimated if not known), record value, 
or purchase price of such equipment deter- 
mined to be equitable from the carrier’s ex- 
perience and best sources of information as 
to the average current loss from depreciation. 

A statement of the basis used by the ac- 
counting carrier for computing the charges 
hereto shall be included in its annual report 
to the Interstate Commerce Commission. 

Depreciation charges with respect to any 
unit of equipment shall cease when the dif- 
ference between the ledger value and the es- 
timated scrap value shall have been credited 
to the accrued depreciation account. 

Note A. All charges to this account shall 
be concurrently credited to balance-sheet ac- 
count No. 443, “Accrued depreciation—Road 
and equipment.” 

Note B. When any unit of equipment is 
retired the difference between its ledger 
value (less salvage) and the amount pre- 
viously taken up in the accrued depreciation 
account for such unit shall be adjusted in 
the month in which the retirement occurs as 
follows: The proportion of the actual loss 
from depreciation assignable to the period 
prior to July 1, 1914, shall be charged to 
Profit and Loss and the remainder shall be 
charged to Account No. 41, “Equipment re- 
tired.” 


The State system of accounting involves 
a quite different theory and provides a re- 
serve for retirements rather than depreci- 
ation. In fact, the word “depreciation” 
does not anywhere appear in the State sys- 
tem of accounting. This system proceeds 
upon the assumption that it is not practic- 
able, or at least not necessary, to determine 
the useful life of property elements. It pro- 
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vides for a reserve, not to offset loss in 
usefulness or value, but, rather for the pur- 
pose of equalizing retirement costs. Even 
if equality existed in the amount of the re- 
serves created under the two systems, a 
fundamental difference still exists, in that 
it is not required that the reserve be ac- 
cumulated uniformly or through charges 
included wholly in operating expenses. The 
method of accumulation of the retirement 
reserve may best be described in the lan- 
guage of the uniform system with reference 
to the single retirement reserve account, 
from which the following is quoted: 


To this account shall be credited such 
amounts as are charged to Operating Ex- 
pense Account ‘Retirement Expense,” appro- 
priated from surplus, or both, to cover the 
retirement loss represented by the excess of 
the original cost, plus cost of dismantling, 
over the salvage value of fixed capital re- 
tired from service. When any fixed capital 
is retired from service, the original cost 
thereof (estimated if not known, and where 
estimated, the facts on which the estimate is 
based should be stated in the entry) should 
be credited to the proper fixed capital account 
and charged, plus the cost of retirement, less 
salvage, to this account. If the credit bal- 
ance in this account is insufficient to cover 
the retirement loss, the excess over the bal- 
ance contained in the reserve should be 
charged to account No, 132, “Property Aban- 
doned,” which see, or other appropriate ac- 
count. 

The losses which this account is intended 
to cover are those incident te important re- 
tirements of buildings, of large sections of 
continuous structures, like electric line, or of 
definitely indentifiable units of plant or equip- 
ment, and the purpose of the accou-it is that 
the burden of such losses may be as nearly 
as is practicable equalized from year to year, 
but with due regard for amount of earnings 
available for this purpose in each year. 

(Italics supplied.) 


It will be seen that the basic difference 
between Interstate and State systems re- 
lates to useful life, the first assuming that 
this can be determined with reasonable ac- 
curacy and that appropriations should be 
uniform, the second assuming that useful 
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life is uncertain and that flexibility in ap- 
propriations is not only reasonable and 
proper for that reason but also for sta- 
bility of income and maintenance of credit. 
In the light of this difference it is perti- 
nent to inquire into the facts as to the cer- 
tainties or uncertainties of useful life of 
utility property. 


IV 


The author has made careful studies of 
this subject based on a practical experience 
and contact with local public utilities for 
a period of more than thirty years. This 
experience does not include communication 
companies, which have materially different 
characteristics from other utilities and may 
justify different treatment. Based upon 
this experience, the author cannot subscribe 
to any theory implying a definite or even 
approximate knowledge of future useful- 
ness of existing utility property. Changes 
and developments so far in the major 
groups of utilities have been both rapid and 
radical. Many substantial units thorough- 
ly modern when installed have ceased to be 
useful when not more than one-third or 
even one-fourth of their expected useful life 
had expired. Other such units have sur- 
vived far beyond the expected period of life 
although their actual usefulness has usually 
been curtailed. Many conscientious efforts 
have been made by groups of utility ac- 
countants or engineers representing na- 
tional organizations to standardize useful 
life data. These efforts have uniformly 
failed because experienced participants 
have insisted that such efforts would be 
not only futile but misleading. 

The Wisconsin Railroad Commission is 
among the oldest of our regulatory bodies 
having jurisdiction over all classes of 
utilities. Its decisions and practices have 
commanded wide attention and high regard. 
A few years ago it caused its staff to make 
an exhaustive study of useful life data, in- 
cluding all available published information. 
Tentative life tables applicable to Wiscon- 
sin conditions and covering all classes of 
property were compiled. They showed 
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maximum and minimum normal expecta- 
tions and, in general, the former were at 
least 50 per cent, and more commonly 
nearer 100 per cent, larger than the latter, 
Furthermore, accompanying explanatory 
notes stated that many units would fall far 
outside these limits, indicating extreme dif- 
ficulty in determining any definite useful 
life data. 'The Commission has, accord- 
ingly, refrained from any such procedure, 
as have other similar regulatory bodies, 
In the light of such action with respect to 
localized property, subject to known rou- 
tine climatic and other conditions, the 
greater difficulty in forecasting useful life 
of property not so localized, subject to 
widely varying conditions and influences, 
is obvious. 

It is sometimes contended that the utility 
industry has emerged from its period of 
rapid evolution and may expect greater 
stability in its future technical develop- 
ment. Such contention cannot be logically 
accepted in the light of the present tran- 
sition in methods of local transportation, 
long-distance transmission and intercon- 
nections in the electric power industry, su- 
perpressure steam generation, mercury 
boilers and turbines, high-pressure trans- 
mission of natural and manufactured gas, 
and the possibilities of a non-toxic com- 
plete gas—all suggesting further signifi- 
cant and perhaps radical changes in facili- 
ties. 

The problem of useful life may be 
clarified by an analysis of the causes of re- 
tirements. These causes may be broadly 
divided into two groups, physical and func- 
tional. The former includes wear, decay, 
corrosion, and other similar causes related 
to actual service or exposure to the ele- 
ments. The effect of the factors in this 
group may in a given locality be predeter- 
mined with reasonable accuracy, but in 
different localities and under different serv- 
ice conditions there may be wide variations. 

Functional causes may, in turn, be di- 
vided into groups which have sometimes 
been designated as obsolescence, inade- 
quacy, and supersession. The first named 
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factor in this group, obsolescence, involves 
the results of scientific research, engineer- 
ing developments, changes in the art, and 
economic progress, all of which, as already 
indicated, have’a very important influence 
on utility property. The term “inade- 
quacy”’ includes those causes of retirement 
due to growth and physical development of 
the business. In the electric power in- 
dustry this has been particularly effective, 
and many important units of equipment, 
especially in power stations, have ceased 
to be useful after only a few years of serv- 
ice because they were no longer large 
enough to play an important part in de- 
pendable service. These influences are and 
will continue to be effective without sub- 
stantial abatement, at least for a consider- 
able period of years. 

The third group of functional causes, 
supersession, includes those originating in 
governmental requirements or public de- 
mands covering changes in character of 
service or facilities incident to community 
growth, civic pride, or other factors not 
properly included in the two previous 
groups. Specifically, this group includes 
street paving and re-paving, changes in 
type of rolling stock, substitution of under- 
ground distribution systems for previously 
existing pole lines, or metal or other orna- 
mental poles in place of ordinary ones, 
changes in character of lighting equipment, 
and other similar factors. 

It has been the writer’s uniform experi- 
ence and observation that comparatively 
few important elements in public utility 
property are retired because they are worn 
out or have decayed, or for other physical 
reasons. The preponderance of retirements 
is due to the functional or non-physical 
causes just described. While specific data 
substantiating these statements are not 
commonly available, one particular study, 
believed to be typical and covering a long 
period of years, will serve as an illustration. 

A railway property in a western city 
analyzed retirements during a period of 
approximately twenty years, involving 
about $1,000,000 of investment. It was 


found that only 14 per cent of this 
total amount covered retirements be- 
cause of wear and tear, corrosion, and 
other physical causes, including accidents. 
The remaining 86 per cent was due to ob- 
solescence, inadequacy, and municipal or 
other public requirements in which, of 
course, paving played a substantial part. 
Nearly one-half of the trackage of this 
property is located on private interurban 
right of way, but, in spite of this, it may 
be that railway property located in other 
cities of slower growth and less prosperity 
would show a lower percentage than that 
stated. 

It is of interest to note that if this prop- 
erty throughout the period studied has 
made straight-line appropriations for de- 
preciation for all its property, based on 
conventional estimates of useful life, it 
would have accumulated a net reserve 
amounting to one-third the total investment 
in the property, which reserve would be 
three times the reserve actually created 
under the more flexible system of appro- 
priations in effect. 

Corresponding figures are not available 
for other classes of local utilities bui it is 
to be expected that they would show a 
somewhat smaller proportion of retire- 
ments for non-physical causes. Changes 
corresponding to those in a railway track 
and paving requirements are not involved, 
but the more rapid growth of other utili- 
ties, particularly electric power, makes: the 
obsolescence and inadequacy factors of 
great importance. It is estimated that not 
far from 75 per cent of the normal re- 
tirements of important units of these 
other classes of utilities are due to non- 
physical causes, and only 25 per cent to 
physical causes. Passage of time is a di- 
rect factor in the latter group, but has 
little if any direct influence upon the for- 
mer. It may be that more definite, specific 
data, when obtainable, will show that the 
non-physical percentage here estimated is 
high, but it must be noted that replacement 
of small units through maintenance charges 
is not under consideration. 
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The conclusion to be drawn from the 
foregoing analysis of useful life data is 
that time is only a minor factor among the 
causes of retirements, and that it should 
not be the sole or even a major basis of 
retirement appropriations. This being 
true, the straight-line depreciation ac- 
counting system lacks a logical basis for 
its support unless by some means the neces- 
sary errors in estimating the lives of vari- 
ous property elements may be used to coun- 
teract each other. It is generally true 
that the sum of a group of estimates is 
more accurate than the various compo- 
nents, and this is undoubtedly the case with 
utility useful lives. Such averaging is, how- 
ever, permitted to only a limited extent in 
the Interstate system. Major items or 
groups of similar items have restricted re- 
serves which may not borrow from or lend 
to each other, thereby nullifying a possible 
gain in accuracy. 

This disadvantage would be partially re- 
duced by suggested revisions in the pro- 
posed Interstate system, which provides 
separate reserves only for each main group 
of fixed capital accounts, but the obstacle 
to real accuracy would still remain. It 
would still exist if a single composite re- 
serve were permitted so long as it was 
based on a fixed percentage derived from 
weighted average life. The State system, 
as already mentioned, has one expense ac- 
count or the alternative surplus as the 
source of the single reserve which makes 
for maximum accuracy regardless of the 
basis of charges. 


V 

Turning now from useful life uncertain- 
ties, it is in order to consider other phases 
of the Interstate system. It is, of course, 
true that errors in estimates, when detected 
with the passage of time, can be corrected, 
but such corrections may seriously dis- 
tort operating expenses, in which deprecia- 
tion charges are included, and require 
explanations and analyses for the satis- 
faction of executives and investors. The 
accounting work required by such changes 


and by the system as a whole is voluminous 
and expensive, and not warranted by the 
results secured. The Commission proposes 
to increase still further these accounting 
complications by including within the scope 
of the reserve accounting many small items 
heretofore handled through maintenance 
accounts. These include such items as 
ties and poles, which are replaced with ap- 
proximate uniformity on all large prop- 
erties, with a minimum of accounting cost. 

The extent to which maintenance ac- 
counts are now used to record replacements 
varies through wide limits. Large prop- 
erties, to a greater extent than small ones, 
can replace important units in this way 
without disturbance of income statements. 
The large railroad systems have often 
stated that they need no reserve for equali- 
zation purposes except possibly for large 
terminal developments. Some of the larg- 
est electric power and gas systems are 
similarly situated, and it is common prac- 
tice to restrict the use of their reserves to 
retirements of costly units of property. 
The State system of accounts does not 
clearly define the size or costs of units 
which may be replaced through mainten- 
ance accounts. Further definition is under 
consideration but, for consistency with ex- 
isting provisions for flexibility, it may be 
well avoided unless expressed in relation 
to total investment in all classes of prop- 
erty. Many utilities have found that a 
combination of maintenance and retirement 
charges affords a better guide to full prop- 
erty upkeep than separate consideration 
of retirements. 

Incidentally, it may be noted that the 
estimating of salvage value, to be recovered 
many years hence when units of property 
are retired—this being a necessary step 
in the determination of “wearing value” 
which must be accounted for—involves 
many uncertainties, the controlling factor 
usually being the ratio of demand to sup- 
ply of certain basic raw materials at the 
partcular time of retirement. 

As will be shown more fully in subsequent 
discussion, straight-line depreciation 
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charges, are larger than corresponding re- 
tirement charges, and, in the absence of off- 
setting factors, require more revenue and 
higher rates for service. Customers are, 
therefore, directly interested in the matter 
and may protest against a system which 
causes them to contribute toward utility 
fnancing and further protection to in- 
vested capital, without adding to the safety 
or reliability of the service they receive. 
Such protests have been made in numerous 
rate cases. 

It may also happen that large, uniform 
charges for depreciation in years of under- 
development or business depression may so 
disturb utility credit as to make financing 
of extensions and improvements impossible, 
to the detriment of both customers and 
community. There have been cases in the 
traction field where a strict application 
of Interstate accounting methods to all 
classes of property has resulted in a failure 
to show gross income sufficient to meet 
interest obligations. Receivership has not 
necessarily resulted because a large part of 
the cash involved in unnecessary deprecia- 
tion charges, included in operating ex- 
penses, is commonly available for other 
immediate necessities. 

Further references to weaknesses in the 
straight-line system are here unnecessary 
and would unduly extend the discussion. 
In justice it should be stated that it has 
real advantages where business stability 
permits, where revenues are derived from 
rates which are well within the value of 
service, and where adequate and conscien- 
tious executive supervision is not assured. 

Before passing to consideration of de- 
tails of the retirement system, a word may 
be in order regarding the sinking-fund 
method of accruals. It is the only other 
method than those herein discussed which 
has been given noticeable attention in 
this country, and its actual use in 
utility accounting has been very limited. 
It is clearly the proper method to use 
in many economic studies, but its com- 
plications for routine accounting are ob- 
jectionable. It is particularly difficult 


to apply it equitably to a mature prop- 
erty which has previously used some 
other system and presumably has an ac- 
cumulated reserve quite different from that 
which a sinking fund would have developed 
in a similar period. 

The sinking-fund method is a modifica- 
tion of the straight-line method under 
which interest accumulations are added to 
a reduced annuity to yield the same total 
at the end of the estimated useful life. It 
is a dangerous modification, particularly 
for property of long life expectancy, be- 
cause the annuities are then radically re- 
duced and depend largely on interest 
accumulations in the later years for creat- 
ing the required reserve. If, under the 
uncertainties of useful life, an important 
property element ceases to be useful long 
before its estimated life has elapsed, the 
sinking fund reserve for its retirement will 
be wholly inadequate. Statistical demon- 
stration of this fact can readily be drawn 
from standard tables of sinking-fund ac- 
cumulations. 

It may, however, be pointed out that the 
sinking-fund method has one advantage in 
rate cases. It avoids an estimate of ac- 
crued depreciation as a factor in fair value 
based on actual or theoretical accumulated 
reserves, because such reserves, invested in 
the property, as they usually are, must earn 
a return for their own accretion and can- 
not be excluded from the rate base. An 
interesting and simple modification of this 
method has had regulatory approval. 
Under it accumulated reserves, by what- 
ever method created, are allowed to earn 
a fair return which is deducted from the 
annual appropriations otherwise suitable 
to determine the current depreciation fac- 
tor in the cost of service. 

This method, in effect, has been widely 
used. Under flexible systems of retirement 
accounting the earnings of all property, 
including that in which the reserve is in- 
vested, automatically go into profit and 
loss account. The annual appropriation 
from this account to the retirement reserve 
is made up of two factors: (1) contribu- 
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tions of customers toward retirement 
needs; and (2) earnings of the invested 
reserve. The former item only need be in- 
cluded in statements of the current cost of 
service to be collected through rates, pro- 
vided that an undepreciated rate base be 
used. The propriety of using an unde- 
preciated value is one of the distinct ad- 
vantages of this method which is not widely 
followed in rate cases but is, nevertheless, 
consistent with common, although perhaps 
not standardized, procedure. This plan, in 
fact, is equally appropriate whether re- 
serves are created under the straight-line, 
sinking fund, or flexible methods. It re- 
quires that the depreciation reserves shall 
be definitely and equitably separated from 
surplus, a matter which should have careful 
attention under any procedure. 


VI 

Turning now to the State system of re- 
tirement accounting, the central feature 
calling for attention is its flexibility. This 
may be permissible to a greater extent for 
public utility property than for other 
classes because of the unlimited life of the 
public utility business. It is not conceiv- 
able that public utility service as now ex- 
isting can be abandoned. On the contrary, 
most branches will continue to expand and 
become more and more necessary to com- 
munity life and prosperity. Industrial 
units of other kinds may come and go, their 
existence depending in part upon life of 
patents, competition, fashions, individual 
prosperity, and many other factors. It 
is reasonable that such an industry should 
include in the cost of its product the amor- 
tization of a substantial part, if not all, 
of its investment within a reasonable period 
of years. If, on the other hand, public 
utilities are to go on without limit, similar 
amortization is less necessary. 

Public utility industries have in recent 
years shown a notable stability in their 
revenues and income. The successive 
phases of the conventional business cycle 
have less effect on public utilities than on 
other industries. Fluctuations in income 
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of substantial proportions, nevertheless, 
occur, particularly in those units of the 
industry which operate in industrial dis- 
tricts. It is this relative stability of public 
utility income which has made investments 
in public utility securities increasingly at- 
tractive in recent years. Coincidently, 
there has been a decrease in yield from 
public utility securities, to which this in- 
crease in stability has contributed. Stable 
employment or compensation permits lower 
unit wages for capital as well as labor. 

Lower cost of money means correspond- 
ingly lower cost of service. If stability of 
income and a corresponding improvement 
in credit are significant factors in the cost 
of service and in the corresponding rate 
structures, it is logical that credit should 
be protected and stimulated in all reason- 
able ways. The exceptionally high invest- 
ment in public utility facilities in relation 
to annual revenues is a well-recognized 
characteristic. With an investment of 
about five dollars per dollar of revenue, the 
capital “turnover” period is about five 
years as compared with less than nine 
months in the average industrial establish- 
ment. This high utility investment is 
largely due to the greater proportion of the 
value of product or service created within 
the industry itself, averaging about 80 per 
cent as compared with half that amount in 
other typical productive enterprises. From 
80 to 40 per cent of the revenues from 
public utility service is normally required 
for interest, dividends, and surplus. Even 
a small saving in these requirements is 
a much larger proportion of the total rev- 
enues than is found in any other industries, 
and such saving is correspondingly more 
important. 

The state system of retirement account- 
ing under which reserves are created 
through charges to operating expense or 
appropriations from surplus, or a combina- 
tion of the two, does not undertake to define 
the relative proportions of the two con- 
tributing factors to the reserves, nor the 
extent to which flexibility in charges is per- 
missible. It is sometimes urged that this 
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js a serious and perhaps vital weakness in 
this system in that necessary provision for 
impending retirements may be omitted or 
unduly postponed, or, under other condi- 
tions, excessive appropriations made lead- 
ing to the accumulation of excessive re- 
serves and treated as a part of the current 
cost of service. 

There is undoubtedly merit in this criti- 
cism, and in the absence of close regulatory 
supervision, a distorted showing of pros- 
perity, or lack of it, may result either 
intentionally or through negligence. Such 
possibilities, however, should not lead to 
condemnation of a system otherwise meri- 
torious but should indicate the need of a 
systematic as well as flexible system of 
charges. In the opinion of the author, 
constructive steps in this direction are 
needed to remove from this system of re- 
tirement provisions any just charge that it 
may be erratic and misleading. 

There are various ways in which this 
result can be measurably accomplished. If 
an estimate of useful life, even if adjust- 
able from time to time, and percentages 
derived therefrom, do not recognize con- 
trolling factors in the determination of re- 
tirements, there may be other bases of 
retirement appropriations which tend auto- 
matically to adjust themselves to changing 
requirements. 

Among other methods which have been 
widely used as the normal basis of retire- 
ment appropriations are gross earnings 
and units of output or service. Such meth- 
ods have repeatedly been criticized as 
illogical if not misleading. Careful con- 
sideration will show that such criticism 
lacks sound foundation. Assuming that 
retirements are largely occasioned by the 
non-physical causes already enumerated, 
let us analyze these causes to see what, 
if any, relation they have to utility reve- 
nues. 

Taking them in order, obsolescence leads 
to the abandonment of facilities which are 
relatively inefficient and not in keeping with 
modern scientific standards of service. The 
extent to which property will be retired for 
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such causes depends in a substantial part 
upon the prosperity of the business mea- 
sured roughly by its revenues. 

Inadequacy, which is probably the most 
important cause of retirements, arises di- 
rectly from growth in business. The more 
rapid the growth the sooner generators, 
gas holders, services, transformers, rolling 
stock, and other facilities become inade- 
quate and are replaced by larger units. 
Revenues are a direct and automatic mea- 
sure of inadequacy and, therefore, of neces- 
sary provisions for retirements due to these 
causes. A uniform percentage of revenues 
or a corresponding charge per kilowatt- 
hour, per thousand feet of gas, or per car 
mile will tend to maintain retirement re- 
serves proportional to needs. 

Supersession is of a similar character. 
As cities grow underground systems are 
required or extended, new street lighting 
installations are demanded, new types of 
transportation become better adopted to 
community needs, and paving requirements 
increase. As the community grows more 
or less rapidly, so do utility revenues, and 
again a percentage based on revenues or 
service units tends automatically to main- 
tain adequate reserves. 

It is not contended that such a system of 
charges will be wholly successful in continu- 
ously maintaining an adequate reserve, but 
it is the author’s opinion, based upon per- 
sonal experience with retirement provisions 
made or checked by such methods, applied 
to many widely distributed properties and 
covering a period within which more than 
90 per cent of public utility development 
has occurred, that this system yields more 
satisfactory results as to adequacy and 
timeliness of appropriations, together with 
stability of credit, than any other known 
system. 

If one seeks for greater refinement and 
wishes to include a stable portion of re- 
tirement provisions in operating expense, 
the total appropriations might be divided 
into two parts: (1) a charge, to be in- 
cluded monthly in operating expenses, cov- 
ering physical deterioration, depending on 
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lapse of time and involving substantial uni- 
formity; and (2) an allowance based on 
non-physical causes in which flexibility 
may be permitted, and for this reason best 
provided for by annual appropriations 
from surplus. 

If fluctuations in volume of business give 
the necessary flexibility, the total retire- 
ment provisions might be expressed in the 
form of the following formula: 


A =—t+ Ep 
n 


In this formula A represents the required 
total annual provisions for retirements; V 
is the investment in useful property or, if 
preferred, those portions of it subject to 
retirement for physical causes; n is the 
number of years of weighted average use- 
ful life; R represents annual revenues; and 
p is a suitable percentage applied thereto 
to provide for the non-physical factor in 
the appropriations. The first factor may 
readily be converted into uniform monthly 
charges. 

If, as will probably be the case, such a 
formula does not give sufficient flexibility, 
it may be modified into the following form: 


A=—+R(pt) 
n 


The new factor t in this formula is a 
so-called tolerance factor by which the nor- 
mal percentage may be increased or de- 
creased as occasion requires. The first 
factor remains unchanged because de- 
terioration is assumed to be constant. 
Such . formula furnishes a rule which may 
be applied by accounting staffs under ex- 
ecutive supervision. 

It is interesting to note that various 
efforts have been made by the federal in- 
come tax authorities to standardize useful 
life of property to facilitate their check- 
ing of income tax returns. Some time ago 
they requested contractors engaged in con- 
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struction operations to make estimates of 
this character based on their experience, 
After careful consideration the contractors 
reached the conclusion, and so reported, 
that no fixed estimates can be made of use- 
ful life of construction equipment because 
of varying conditions of operation and ex- 
tent of use, but that with a suitably broad 
tolerance factor, a general formula for ex- 
haustion, wear, and tear might be adopted 
as a basis of depreciation claims in income 
tax returns. After due consideration the 
income tax authorities recently decided to 
abandon, for the present at least, any such 
program. 

It is not wholly clear that even the final 
formula stated above, embodying double 
possibilities of flexibility, is wholly satis- 
factory for practical use in that it puts 
into the hands of accountants with only 
intermittent executive supervision the 
problem of fixing retirement provisions. 
The necessary supervision is not consis- 
tently available in many cases. It is believed 
that this matter is one for real executive re- 
sponsibility rather than merely supervision. 
Accountants cannot know in detail the 
physical condition of existing property, the 
need of impending or remote retirements, 
prospective technical developments, politi- 
cal influences, and adequacy of existing 
reserves, for which matters executives 
should be responsible. It is quite as logi- 
cal that boards of directors, assisted and 
advised by operating executives, should 
pass upon retirement appropriations as 
that they should be responsible for de 
claring dividends and making other appro- 
priations from surplus. Accountants 
should not question this procedure as it 
relieves them of the necessity of including 
in the operating expenses figures that they 
know cannot have the accuracy embodied 
in all the remaining compilations and that 
cannot be cleared or reconciled at annual 
intervals as are certain other necessary sus- 
pense accounts. 

Such executive action may have a for- 
mula as its basis or as a check, although 
it is the author’s view that an informed 
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judgment exercised at least annually and 
expressed in a round sum of money, in the 
light of the various significant factors just 
mentioned, may be more in the interests of 
the utilities and their customers than a 
more automatic and less flexible procedure. 
It is obvious that such action, or even the 
fixing of tolerance percentages in such a 
formula as is suggested herein, requires 
not only judgment and experience but, 
perhaps more important, a consciousness 
of a definite purpose and a recognition of 
a public trust. 

To this end every utility should have a 
definitely determined goal which it should 
consistently aim to approach. This goal 
may be a reserve of certain magnitude 
determined by the character of the prop- 
erty. In years of depression the approach 
toward this goal may be insignificant, but 
in years of prosperity prior shortages 
should be overcome. In other words, dur- 
ing a suitable period of years the average 
movement toward the goal should be rea- 
sonably uniform. Our past experience with 
business cycles indicates a duration of from 
three and one-half to ten years. The for- 
mer period is clearly too short in which to 
establish a suitable average, and the latter 
period may not be too long. 

It is possible—and perhaps desirable— 
to recognize flexibility also in the goal in 
question; in other words, the size of the 
reserve. During a period of continued 
prosperity liberal appropriations might 
build up a reserve of substantial size (15 
per cent or more of the investment in the 
property). On the other hand, a series 
of unfavorable years or large withdraw- 
als might permit the reduction of the 
reserve to possibly half its intended maxi- 
mum amount without endangering the 
safety of the property or its service. Such 
a program embodies the possibility of a 
stable return to investors and the use of 
the retirement reserve as an indicator of 
the adequacy of rates similar to the ba- 
rometer fund found in service-at-cost rail- 
way franchises. If the reserve fell below a 
reasonable minimum, the need of additional 
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revenue and higher rates would be obvious. 
If, on the other hand, with adequate return 
to investors, the reserve passed a reason- 
able maximum point, the utility should 
voluntarily undertake to reduce rates. 


VII 


The size of a suitable retirement reserve 
cannot be arbitrarily fixed within any such 
limits as above suggested. Under a depre- 
ciation reserve policy, with accumulations 
on a straight-line basis, the accrued depre- 
ciation is theoretically equal to the reserve, 
but this theory has not always been ac- 
cepted in valuation cases. Our federal 
courts have repeatedly held that such a re- 
serve, although supported by refined com- 
putations made at large expense, was mere- 
ly an accounting record and not controlling 
in determining present fair value. Our regu- 
latory commissions, which are concerned 
with the equities of property rights rather 
than their confiscation, have given less at- 
tention to accrued depreciation in fixing 
the rate base than have the courts, but for 
the time being there is always the possibil- 
ity in rate cases that in final adjudication 
substantial deductions may be made for 
accrued depreciation, even when investment 
is the starting point. Where, in the light 
of local regulatory history, such possi- 
bility exists, the utilities are justified in 
protecting themselves against it by creat- 
ing reserves from their revenues sufficient 
for both retirements and designated ac- 
crued depreciation. It is not necessary 
that the two should be combined in ac- 
counting records. In fact, there is much 
logic in keeping separate retirement re- 
cords for statistical purposes and analyses 
of adequacy, leaving the supplementary 
provision for accrued depreciation in the 
corporate surplus, which is the customary 
source of unusual and contingent with- 
drawals. 

Up to the present time it has not been 
common practice among the regulatory 
commissions definitely to limit retirement 
reserve accumulations. There have, how- 
ever, been a number of cases, particularly 
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in the telephone industry, where reserves 
have been accumulating on a straight-line 
basis, of criticism of what was believed to 
be excessive reserves. The amounts in 
question have sometimes been 80 per cent or 
more of the total investment. If such 
criticism continues and becomes more def- 
inite, the futility of refined computations 
based upon useful life of different elements 
and corresponding percentages applied to 
investments therein becomes apparent. At 
least one commission has indicated that it 
would authorize the creation of a reserve 
amounting to 10 per cent of the rate base 
value of the property and would thereafter 
approve only sufficient appropriations to 
maintain such percentage. Such a limita- 
tion may provide suitable protection for a 
large, composite system, but would not be 
adequate for a property consisting of a 
few large or specialized units. Nor would 
it be safe in the absence of assurances that 
deductions for accrued depreciation would 
not be made in arriving at fair value. 

It has frequently been asserted that 
under the straight-line method of appro- 
priations a mature, stable property would 
accumulate an unused reserve amounting to 
approximately 50 per cent of the total in- 
vestment. Few utility properties are thus 
stable, that is, without growth, and because 
of growth, the accumulated reserve will ac- 
tually be a smaller percentage. A few 
years ago the author made a mathematical 
analysis of retirement reserve accumula- 
tions under certain assumed conditions of 
uniformity of growth and characteristics 
of property elements. (“Public Utility 
Depreciation Accounting” ; The Journal of 
Land and Public Utility Economics, Octo- 
ber 1926.) The results of this analysis 
showed that the ultimate accumulation in- 
definitely maintained by such a property 
would be not far from 40 per cent of the 
total investment, being somewhat greater 
for properties of slow growth and less for 
properties of rapid growth. Departures 
from such percentages were shown to be 
not radically different for actual conditions 
instead of the assumed ideal conditions. 
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Clearly, such reserves contributed by 
customers materially curtail the calls on 
the investing public for additional con- 
struction funds. If the major part of such 
reserves has no other practical use than 
as investment funds, it may be questioned 
whether the utilities are justified in forcing 
such investments from customers who might 
find investments of their own choosing 
more satisfactory or profitable. 


VIII 


A word may be said regarding the argu- 
ment that each customer should pay for the 
property currently consumed in the render- 
ing of his service regardless of the size of 
the reserve which may be thereby accumu- 
lated. This may conceivably be an ideal 
situation, but as a practical matter no sys- 
tem of rates so far devised has accom- 
plished this purpose. It is well known that 
in most classes of utility business a large 
proportion of the customers fail to pay the 
full cost of their service, the deficiency be- 
ing made up by other more profitable cus- 
tomers. The gas industry, as an illustra- 
tion, has estimated that about one-third of 
its customers fail to pay their out-of- 
pocket costs. Another third fail to pay 
these costs plus full return on investment 
and retirement charges. The remaining 
third make up the deficit if the company is 
actually earning a fair return in addition 
to all other costs. On electric railways, 
the short-haul rider pays a part of the 
cost of the long-haul rider. Busy tele- 
phones pay a part of the cost of those in- 
frequently used. Some customers may 
make up in busy months the costs which 
they fail to meet in dull months. Many 
rate schedules are deliberately designed to 
assess more or less than the full cost of 
service on certain classes of customers. As 
a matter of fact, under existing rate prac- 
tice few, if any, customers pay exactly and 
regularly the cost of their own service. 
Furthermore, few customers are concerned 
as to whether such contributions as they 
may make for retirements are used toward 
meeting the full cost of presently re 


tir 
P 4 
at 
exi 
der 

cu 
ite 
no 
pa 
T 
tir 
wh 
ap 
dei 
fac 
thi 
fu | 
pa 
te 
or 
the 
el 
th 
ac 
ca 
ad 
of 
apd 
an 
re 
sh 
alt 
fo 
th 
fle 
to 
ac 
th 
se 
it 
in 
se 
m 
me 
fu 


ed by 
lls on 

con- 
f such 

than 
tioned 
might 
Dosing 


argu- 
or the 
ender- 
size of 
cumu- 
ideal 
10 Sys- 
.ccom- 
n that 

large 
ay the 
cy be 
le cus- 
ustra- 
urd of 
yu t-of- 
oO pay 
stment 
aining 
any is 
ldition 
lways, 
of the 
y tele- 
ose in- 
s may 
which 
Many 
ned to 
ost of 
As 
prac- 
ly and 
ervice. 
cerned 
they 
toward 
ly re 


Depreciation Accounting Methods 


tired property which they have used in the 
past, or as an annuity intended to retire 
at some future time a minor segment of 
existing facilities which is assumed to be 
devoted to their particular service. 

If or to the extent that full cost is not 
currently paid by utility customers, what 
items are specifically omitted? Obviously 
not fuel, payroll, taxes, interest, and other 
payments which must be currently made. 
The deficiency is either in dividends or re- 
tirement appropriations or other factors 
which are not necessarily uniform. Some 
approach to regularity is desirable in divi- 
dends but is less necessary in the retirement 
factor, which is a provision for an event 
that may occur ten or twenty years in the 
future. 

Until the time arrives when utility com- 
panies have so radically modified their sys- 
tems of rates that all classes of customers 
or even individual customers are charged 
the approximate cost of their service, in- 
cluding the so-called “property consumed” 
therein, great refinement in the system of 
accumulating retirement reserves is illogi- 
cal. In the long run rate schedules are 
adjusted up or down to meet varying costs 
of service. At intervals there are gains 
above or losses below the cost of service, 
and some element in that cost is not cur- 
rently recovered. It is logical that this 
should be the retirement factor which, as 
already stated, is least definite, and, there- 
fore, that retirement appropriations within 
the limits heretofore indicated should be 
flexible. 

It has been the practice of some regula- 
tory commissions to require not only the 
accumulation of adequate reserves through 
the charges under discussion but also the 
setting up of corresponding distinct funds 
among the utility’s assets. In a few cases 
it has been required that such funds be 
invested in government obligations or other 
securities having trust characteristics. In 
most cases the income from such invest- 
ments has been added to the fund. This 
segregation is based on the belief that the 
funds in question should be held in trust to 
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insure the stability of the property and 
safeguarded as are other trust funds. Fur- 
thermore, if the investment is in readily 
negotiable securities, there would never be 
any question regarding the obtaining of 
cash with which to acquire new substitute 
property. 

The objection to this procedure is that . 
the yield from trust funds is low as com- 
pared with the return from investment in 
the utility’s own property. The differ- 
ence between the two yields, which is a 
definite loss in income, must be made up by 
correspondingly higher rates. The trust 
investment theory, therefore, rests on the 
assumption that investment in the utility 
itself involves such risks that customers are 
warranted in paying higher rates in order 
to safeguard the property devoted to their 
service. Such an assumption is inconsis- 
tent with our established principles of regu- 
lation under which the commissions, so far 
as it is economically possible, are expected 
to safeguard the revenues and credit of the 
utilities in the same way that they protect 
the interests of customers. If under rea- 
sonable rates a utility is able continuously 
to earn 8 per cent on its investment, it 
would seem an unwarranted sacrifice to ac- 
cept a return of only half that amount from 
investment in government bonds merely for 
added security. 

Only a few commissions have prescribed 
the practice in question. The general prac- 
tice permits the mingling cash from which 
retirement reserves are originally created, 
with other cash assets of the company, and 
the use of this cash for any corporate pur- 
poses. It is possible that, coincident with 
important retirements, the necessary cash 
for the purchase of substitute new units 
may not be available. If, however, retire- 
ment funds in substantial amount have been 
invested in uncapitalized property, securi- 
ties may be sold against such property and 
the necessary cash provided. If it should 
also happen that the company lacks the 
credit necessary for new financing, the situ- 
ation would be embarrassing unless the re- 
tirements in question could be postponed. 
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Such lack of credit might be due to failure 
of a commission to recognize its full regu- 
latory obligations which is certainly not a 
valid reason for restrictive measures relat- 
ing to retirement assets. Such unfavorable 
coincidences as are here assumed have not 
commonly occurred, and, on the whole, the 
present prevailing practice of not setting 
aside distinct funds seems to be justified by 
its results. 


IX 


The responsibility already referred to, 
attaching to the exercise of judgment in 
fixing equitable standards of flexibility, 
cannot be over-emphasized. Further action 
is needed than has commonly been taken by 
utility executives in formulating a definite 
retirement policy, the lack of which is 
criticized by adherents to the uniform 
straight-line system. Nearly all utilities 
make annual reports to their state or other 
regulatory bodies, in which are included 
statements of retirement appropriations. 
If these appropriations vary substantially 
from year to year under a policy of flexi- 
bility, a clear explanation of the reasons 
should be given in the reports. Subnormal 
or supernormal amounts should be so in- 
dicated, preferably with a clear statement 
of the goal of accumulation or other stand- 
ard in effect and the period of years within 
which reconciliation is normally to be ex- 
pected—all in accordance with earlier rec- 
ommendations herein. In such a way con- 
troversy may be avoided in rate cases over 
normal retirement needs, and the criticism 
referred to will be answered. The com- 
missions might well require that such ex- 
planatory statements be included in all an- 
nual reports, and they might also concern 
themselves with the fidelity with which 
stated policies were made effective over a 
period of years. 

It has been claimed that a flexible system 
of retirements encourages scant attention 
in the immature years of a property, which 
must be made up through excessive charges 
in a later assumed period of decline follow- 
ing years of normal balance. Such reason- 
ing, however applicable it may be to a 


The Accounting Review 


typical industrial property, does not fit the 
normal utility which must grow without 
time limitations, constantly adding new ele- 
ments and abandoning old ones, with no 
period when the property as a whole is new, 
mature, or old. 

x 

An interesting case involving a novel in- 
terpretation of retirement provisions has 
recently been adjudicated. The United 
Railways and Electric Company of Balti- 
more applied to the Maryland Commission 
for an increase in fares. It included among 
its cost elements a depreciation annuity 
sufficient to retire property elements at 
their rate base value rather than their 
ledger value or cost. The latter practice 
has been customary and, in fact, prescribed 
by standard accounting systems. The 
Company contended that the former meth- 
od should be adopted in fixing fares, for the 
reason that the rate base value fixed by the 
Commission in an earlier proceeding was 
higher than the ledger value of many con- 
stituent elements, and that if elements in- 
stalled years ago at prices substantially 
below those included in the rate base were 
now replaced at higher cost, the Company’s 
investment would be increased but its rate 
base would remain unchanged. This pro- 
cess, if continued for a period of years until 
all pre-war property had been retired, 
would mean an increase of millions in in 
vestment, but no increase in revenue, assum- 
ing that the level of prices on which the 
rate base value was fixed remained unm 
changed. Without an increase in revenue, 
the Company contended, it could not secure 
additional investment funds and was faced 
with deterioration of property and finan- 
cial disaster. 

The Commission refused to accept this 
contention and continued in substance a 
previous much smaller allowance for de 
preciation, which, incidentally, was a per- 
centage of gross earnings. The Company 
appealed to the Maryland Court of Ap 
peals, and in a decision rendered July 16, 
1928, its contention was sustained. In 
conformity with this decision, the Commis- 
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sion subsequently increased its deprecia- 
tion allowance by about 85 per cent. The 
court in its decision used the following un- 
mistakable language: 


To require the Company to sell its serv- 
ice at rates which made no provision at all 
for the replacement or repair of the property 
when worn out or obsolete, would be plain 
confiscation, and to require it to sell it at 
rates which make an inadequate provision for 
the return of its value, when worn out or ob- 
solete as a result of public service, can be 
no less. 

Counsel for the Commission suggests that 
to restore value would be to “require the fi- 
nancing of additions to plant, to the extent 
of the excess of replacement over original 
cost of property replaced, by the public, 
which would in turn have to pay a return 
on the capital thus required.” The mean- 
ing of that suggestion is not altogether clear, 
but if it is that the Company is entitled to 
the return of anything less than the value 
of its property it cannot be sustained. Money 
deducted from earnings to replace equipment 
which has become worn out or obsolete, by 
other equipment of the same character and 
the same value, adds nothing to the Com- 
pany’s resources but merely keeps them at 
the same level. 


The commission, while accepting the rul- 
ing of the highest court of its state as 
above indicated, has not been convinced of 
its equity and has appealed to the Supreme 
Court of the United States for review. A 
writ of certiorari has been granted and a 
final authoritative ruling on the matter is 
expected within a few months. 

While from an accounting point of view 
this decision may appear confusing, as a 
matter of fact it does not disturb fixed 
capital accounting because retired proper- 
ty may still be removed therefrom at its 
recorded value and the succeeding property 
entered at its actual cost. Although the 
ledger value may thereby continue to in- 
crease, the rate base value maintained in 
separate subsidiary accounts will not vary 
other than through changes in price level. 
The increase in cost and ledger value is 
provided for through the increased retire- 
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ment appropriations and not from new 
capital. 

In any event, whore a rate base differing 
from fixed capital account has been estab- 
lished by a commission, a continuous rec- 
ord thereof should presumably be kept in 
order to maintain up-to-date values. The 
depreciation accounting program in ques- 
tion merely enlarges the purpose of this 
subsidiary valuation record, which, to be 
definitely useful, must, of course, be in suffi- 
cient detail to identify the value of each 
element to be retired. 


XI 

One other situation in which accountants 
are interested should be mentioned. The 
financial statements published by many 
public utilities in connection with advertis- 
ing of security issues and otherwise are 
commonly lacking in uniformity, particu- 
larly with respect to retirement or depre- 
ciation charges. Published income state- 
ments sometimes include such charges in 
operating expenses with or without desig- 
nation of this fact and the amount; others 
insert them as deductions from income; and 
still others fail to designate any provisions 
for such purposes in their published state- 
ments. 

Unless the amount of depreciation 
charges, regardless of where they appear 
in the income statement, is known and the 
balance sheet shows the accumulated re- 
serves, the advisability of investment in an 
advertised security cannot be clearly de- 
termined. The practice is growing in 
utility circles of an income statement set-up 
in which the net income remaining after 
payment of operating expenses, taxes, and 
interest charges is added to the accumu- 
lated surplus, from which dividends and re- 
tirement appropriations are taken. This is 
a logical practice, at any rate where in- 
come is so subject to fluctuation that 
dividends or depreciation charges are not 
at times currently earned in full. So long 
as the State system of accounts permits and 
even encourages retirement appropriations 
from surplus, and this system continues in 


140 


effect for the major part of the utility 
business, it would seem preferable to stand- 
ardize published income statements ac- 
cordingly. 

Neither of the two accounting systems, 
for depreciation and retirements, respec- 
tively, have been in regular use long enough 
to permit an accurate survey of their effec- 
tiveness. The Interstate system has nomi- 
nally been applied by steam railroads to 
rolling stock for a considerable period of 
years. Their practice has varied widely 
and there has been an obvious lack of en- 
thusiasm on the part of railroad execu- 
tives in making the system effective and 
definite opposition to its extension to other 
classes of railroad property. Only a few 
electric railways, engaged in interstate 
commerce, have applied this system to their 
equipment, with objection to its burden- 
some cost and inaccuracies, and opposi- 
tion to its more extended use. The state 
commissions have rarely enforced the de- 
preciation requirements of the interstate 
system as they have applied it to intrastate 
operations. 

The telephone companies generally 
throughout the United States have adopted 
the straight-line system, have used it suc- 
cessfully for a period of years, have ac- 
cumulated very extensive useful life data 
which they believe to be reliable, and are 
heartily in favor of the refinements in effect 
and contemplated. The distinctive char- 
acter of the telephone business, the un- 
usual value of its service in relation to 
rates, ability to control retirements for 
non-physical causes and to find further 
uses for retired equipment, and other spe- 
cial advantages distinguish the telephone 
industry from other utilities and render 
its experience of uncertain value to others. 

The State retirement system has been in 
effect, increasingly, only since 1922. Ob- 
viously this period is too short for accurate 
judgment as to its effectiveness. The re- 
action from its users has, however, been 
favorable. It should be noted that this 
system is new only with respect to its stan- 
dardization and official endorsement. It 
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is, in substance, the system most commonly 
used since the origin of depreciation ac- 
counting. Where it has been consistently 
used it has promoted stability of business 
and credit, expansion of facilities, and 
community development. This system, 
therefore, may claim for itself demonstrated 
success, based upon long practical experi- 
ence with its essentials. In this era of 
emphasis on good public relations between 
utilities and the communities served leader- 
ship in good citizenship is of outstanding 
importance, and any factor tending to pro- 
mote rather than retard progress should 
not be ignored. 

The two accounting systems discussed 
herein are alike to the extent that they 
seek to stabilize certain costs over a period 
of years. The costs in question are, how- 
ever, quite different, one including only 
depreciation, the other embracing the over- 
all cost of service, in which retirement 
charges are an important stabilizing fac- 
tor. The reserves which both systems pro- 
vide are usually quite different in size, but 
even if they were the same, the methods 
of accumulation are unlike, being uniform 
and flexible, respectively. This is the es- 
sential difference. Each system is open to 
objections in its operation. The Inter- 
state depreciation system is based on as- 
sumption as to useful life which the out- 
standing executive and technical talent in 
the industry believes to be untenable now 
and to continue so until engineering and 
economic developments have become stabi- 
lized beyond present expectations. The 
State retirement system is vulnerable in its 
flexibility, which, without wise supervision, 
may be carried to unsafe extremes. But 
this defect can be remedied by some defi- 
nite program of systematic flexibility such 
as is suggested herein. As between two 
systems with defects which are for the time 
being uncorrectible and correctible, respec- 
tively, the choice should be obvious. 


(The following note has been added re- 
cently by Mr. Nash.) 


In the writer’s paper on “Depreciation 
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Accounting Methods for Public Utilities,” 
originally presented at the International 
Congress on Accounting and reproduced in 
these proceedings, reference is made to a 
Baltimore case involving depreciation 
charges then before the United States Su- 
preme Court.’ This case has since been de- 
cided in favor of the company’s contention 
that retirement reserve should provide for 
the replacement of abandoned property 
rather than its original cost, and has at- 
tracted much attention. In spite of the 
novelty and authority surrounding this de- 
cision, it is doubtful if it will have ma- 
terial effect upon accounting practice. Our 
Supreme Court has long held that the fair 
value of public utility property should be 
based largely upon its present value rather 
than its actual cost. Very few utilities have 
for this reason made any increases in their 
fixed capital accounts other than perhaps 
in connection with change in ownership. 
Standardized methods of fixed capital ac- 
counting have continued undisturbed and 
fair values have been independently deter- 
mined from time to time in connection with 
rate proceedings. If retirement account- 
ing methods are adopted in accordance with 
the Baltimore decision, some change may be 
desirable in depreciation accounting prac- 
tice, although to the extent that existing 
accounting standardization requires the 
continuance of the practice of retiring 
property at its cost, supplementary rec- 
ords may be necessary similar to those of 
fair value for rate case purposes. The re- 
tirement system of accounting advocated 
in the writer’s accompanying paper lends 
itself to any desired degree of acceptance 
of the principles embodied in the Baltimore 
decision in that the accumulated retirement 
reserve is based upon informed executive 
judgment rather than estimates of ex- 
pected useful life. 

Elsewhere in these proceedings reference 
is made to a recent federal court decision in 
which the accumulated reserve was accepted 
as a measure of the existing depreciation in 


*United Railways and Electric Co. vs. West, 
chairman, et al. Nos. 55-64 October term 1929; 
decision dated January 6, 1930. 
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the property of a telephone company. It 
is not expected that this will lead to any 
modification of the views of the Supreme 
Court that existing depreciation must be 
determined in each case as a fact based up- 
on the condition of the physical property 
rather than accounting records. Where 
other evidence of depreciation than ac- 
counting records is lacking or incomplete, 
such records, if the result of an established 
and well-considered policy, may be accepted 
as a substitute. 

There is little warrant for the opinion 
that the principal objection to the present 
general use of straight-line depreciation ac- 
counting is that the utilities will take ad- 
vantage of it to set up reserves in excess of 
accepted deductions for accrued deprecia- 
tion, thereby unduly increasing their in- 
come or assets. If on the whole public utili- 
ties were earning or seeking to earn exces- 
sive profits, such a contention might be 
justified, but official records show that on 
the whole public utility income, while more 
stable than that of industry generally, is 
a smaller percentage of fixed capital than 
that earned in other business involving 
similar risks. The general trend of public 
utility rates has been steadily downward 
for many years, in contrast to prices of 
other commodities and services. It should 
not be forgotten that the basic purpose of 
regulation is to restrict the return from 
public utility investments to the level above 
indicated, which the investor could other- 
wise secure. Until utility revenues have 
not only reached but are exceeding this 
level, any claim of unfair use of accounting 
methods as a means of excessive gain should 
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Attention is called to an available and 
tried method of handling rate cases, which 
avoids any controversy over accrued de- 
preciation, by using an undepreciated value 
of the entire property, however acquired, 
but deducting from current depreciation 
appropriations the earnings of the existing 
reserve, regardless of size, before determin- 
ing the current costs of service to be taken 
care of by the rates in question. 


ACCOUNTING IN THE CURRICULUM OF THE 
SMALL LIBERAL ARTS COLLEGE 


James A. CAMPBELL 


INTERESTING SITUATION exists at the 
AX preset time with reference to the 

position of accounting in the cur- 
riculum of the small Liberal Arts College 
in the United States. This is revealed by 
a study of the offerings in the fields of 
Economics and Business advertised in col- 
lege catalogs. The selection was made 
from the catalogs on file in the Business 
Office of Knox College, and the only prin- 
ciple observed was to pick institutions with 
less than one thousand students offering 
a liberal arts course. 

The resulting group of one hundred 
three colleges is merely a fair sample or 
cross section of American Colleges, and no 
claim is made for completeness or finality. 
There is, however, no reason to believe that 
a complete survey would show materially 
different results stated in terms of percent- 
age. The Colleges are distributed as fol- 
lows: the Middle West, 61; the South, 12; 
the far West, 7; the East, 28. The group 
includes institutions noted for conservatism 
and those noted for their progressive spirit 
and willingness to try experiments in edu- 
cation. It includes wealthy schools with a 
waiting list, and struggling schools eagerly 
reaching out for any likely freshman ma- 
terial; it includes colleges with a field all 
their own and colleges in direct competition 
with the state universities. 

A glance at Table I shows the relative 
position of accounting among the offerings 
in the field of Economics and Business. Be- 
fore discussing that it will be well to con- 
sider briefly the make-up of the table and 
to explain some of the terms. 

Certain titles, such as Banking, Invest- 
ments, Labor, Insurance, Marketing, Pub- 
lic Finance and Business Law offer no diffi- 
culty for they are applied to practically 
the same subject matter in all cases. But 
this is not the case with the courses which 
are here classified as Corporation Finance ; 


International Economic Relations; Busi 
ness Administration; Economic History; 
Economic Geography. A study of the 
variations in terminology and in content 
would be worth while for its own sake, but 
is no part of our present purpose. Suffice 
it to say that the present table is the re 
sult of some more or less arbitrary group 
ing, and that another investigator might 
get somewhat different figures in certain 
cases. 

There is another fact about the table 
which should be stated. It is based on 


courses advertised in the catalog, not on § 


courses taught. This results in a certain 


amount of inflation, but it is the inflated 


program that is advertised and used to in 
duce students to come, and there is a rea- 


sonably good prospect that all the courses 
will be offered some time during the four 
years of any particular student. The 
courses included in the tabulation do not 
include all the courses bearing on Busi- 
ness and Economics offered in the Col 


leges. Other departments sometimes find 
it convenient to build up their courses and 
increase their enrollment by offerings such 
as “Business English”; or Mathematics of 
Finance, Statistics is often found in the 
Department of Mathematics and Applied 
Psychology is often applied exclusively in 
the field of advertising. 

If Natural Science is tinctured with 
Business, as in the case of Economic Geol 
ogy it often proves an attractive lure. The 
number of times a week that a course meets 
was not considered. It was arbitrarily as- 
sumed that a semester’s work in a subject 
is a course. Many of the catalogs spoke 
of year courses. Presumably a year course 
is planned on such a large scale and the 
treatment is so profound that no recog- 
nized unit of work or well defined stage of 
progress can be accomplished in less than 
a year. Possibly it is merely a device to 
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Tanz I 
SMALL COLLEGES OFFERING COURSES IN ACCOUNTING, ECONOMICS, AND 


Number of Courses Offered 
Subjects 

Accounting 

Banking 

Business Administration 

Business Law 

Corporation Finance 

Economic Geography 

Economic History 

General Economics 

Insurance 

International Econ. Relations 

Investments 


Marketing 

Public Finance 

Salesmanship and Advertising 
Statistics 

Transportation 

Other Courses 


make sure of having students the second 
semester. 

The table constructed on this basis 
shows that accounting is offered in sea- 
enty-two Colleges. In the one hundred 
three Colleges, the only subjects more gen- 
arally offered than Accounting are in Gen- 
eral Economics, or Principles of Econom- 
ies, which is found in one hundred institu- 
tions, Banking in ninty-one institutions, 
and Labor in seventy-nine. The two sub- 
jects most closely following accounting in 
frequency are Corporation Finance in 
sixty-five Colleges, and Public Finance in 
sixty-three. Evidently accounting is well 
entrenched in the curriculum. 

If we examine the extent of the offer- 
ings in the various subjects to find the 
number of semester’s work offered in each, 
the position of accounting is still more fa- 
vorable. At first glance, liowever, this may 
not seem to be the case, for in the column 
which records the subjects offered only 
one semester, accounting stands next to 
the bottom of the list, being offered as a 
one-semester subject in only sixteen insti- 
tutions. If we inspect the column that re- 
cords the number of institutions offering 
two semesters’ work in various subjects, 


8 4 5 6 7 
Number of Institutions 
14 


(tt) 


om 


(Six or more) 8 


we find that accounting is offered as a two 
semester subject in twenty-five institutions 
and is surpassed only by Economics, or 
Principles of Economics so offered in sev- 
enty-nine, and closely approached only by 
Business Law which is given for two semes- 
ters in twenty-four institutions. 

From this point on accounting is never 
headed or even closely approached. Eight 
institutions offer three semesters; fourteen 
offer four semesters; two offer five semes- 
ters; four offer six semesters; two offer 
seven semesters; and finally one institution 
offers eight semesters of work in account- 
ing. Evidently where accounting hes got- 
ten into the curriculum, it has, in most 
cases, entrenched itself more deeply than 
the other subjects. 

The nature of the accounting work of- 
fered is indicated in the second’table. Six- 
teen colleges offer but one semester of work; 
fifty-six offer two semesters in Principles. 
Of those fifty-six institutions, twenty-five 
offer no other work, and thirty-one offer 
an addition to the work shown in the re- 
mainder of the table. The Course titles 
used in Table II are those found in the 
catalogs, and I suspect that the title of 
the textbook used furnished the title for 
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the course in many cases. Since the text- 
books are well known by title and content, 
there is no need to elaborate with definition 
and description. Probably there is some 
duplication. Corporation Accounting, I 
feel surely overlaps into the ground covered 
in Advanced Accounting in many cases and 
vice versa. 

The list in Table II answers the ques- 
tion as to what is taught in Liberal Arts 
Colleges beyond the courses in Principles, 
but it does not answer the question as to 
the best one or two or three things to teach 
in the small college where the time that 
can be devoted to accounting courses is 
limited and each course must fight to se- 
cure and hold a place in the curriculum. 
The choice of what is to follow the course 
in Principles is particularly important and 
is governed by a variety of factors. 


Taste II 


SMALL COLLEGES OFFERING COURSES 
IN ACCOUNTING 


Semesters of Work Offered Zz 2 
Student Organization ............... 1 = 


Here we come upon the interesting fact, 
not shown in either table, that eleven Col- 
leges included in this study have a Depart- 
ment of Economics and also a Department 
known as Commerce, Business Administra- 
tion, or by some similar title, with separ- 
ate groups of instructors for each. Other 
Colleges have no Department of Economics 
but have only the Department of Com- 
merce, or Business. Others compromise 
and have a combination of Economics and 
Business. There is a varying attitude 
toward business courses and toward ac- 
counting. Seven Colleges advertise thirty 
or more courses in Economics and business, 


the maximum is forty-eight. Eleven offer 
from twenty-five to twenty-nine courses, 
and ten from twenty to twenty-four. 


BUSINESS SCHOOL 


In two or three instances the Depart- 
ment of Business is being given free reign 
and is expanding on such a scale that it 
will soon have a curriculum all its own, 
rivalling the Liberal Arts curriculum that 
stands along side of it: accounting courses 
in such Colleges may be mapped out with 
the idea of preparing the student for pro- 
fessional work and setting him up for the 
C.P.A. examination. The solution will, of 
course, be along the same lines as in the 
Schools of Commerce in the universities, 
and indicates that in some small Colleges 
professional training is crowding out the 
old style liberal arts course. Possibly this 
is one phase of the effort of the small col- 
leges to survive in the competitive strug- 
gle with the state universities. Discussion 
of that interesting problem, however, does 
not belong here. 

In another group business courses, and 
accounting among them, have won their 
way into the curriculum but not to the ex- 
tent of crowding or overshadowing other 
subjects, nor of setting up any claims to 
professional training. Here the account- 
ing courses must prove their case on the 
same basis as courses in Banking, Public 
Finance, Labor, Principles of Economics 
and so on. Courses in these subjects as 
taught in a Liberal Arts curriculum ought 
to aim to give the student an understand- 
ing of the present world of busines: in 
which he lives and moves. It should enable 
him to walk down Main Street more intel- 
ligently and sympathetically and to see 
not parallel lines of buildings, but human 
beings working together in organizations 
for mutual service, and the organizations 
in turn coordinated in their activities s0 
as to promote economic welfare and social 
progress. 

What is the place of accounting in such 
a plan of Education? Can it measure up 
to Principles of Economics, Banking; 
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Labor, etc. as a means of broadening and 
informing the mind? The fact that it is 
already taught in about seventy per cent 
of the Colleges seems to indicate an affirma- 
tive answer, particularly since we have 
found it taught both very extensively and 
very intensively. 

Accounting may claim a rightful place 
in a Liberal Arts curriculum because it 
provides an exacting mental discipline and 
exercise of the power of reason in both 
analytic and synthetic operations. It re- 
quires a survey of the entire business 
process and the interrelations of produc- 
tion, distribution, and consumption if it 
is to record intelligently and interpret 
correctly the transaction of the business 
which it serves. Surely it has enough in- 
tellectual and disciplinary content to make 
it acceptable in the liberal arts curric- 
ulum. 

The technical and professional phase of 
it does not fare so well in the small col- 
lege. These institutions as a class are not 
aiming to turn out graduates technically 
trained and equipped to enter business nor 
any other profession. Here again an in- 
teresting qualification must be made, one of 
which the colleges as a class are apparently 
unaware. I mean the extent to which pro- 
fessional study has already crept into the 
Liberal Arts College. I have in mind the 
situation particularly in the Middle West, 
though similar conditions may be found 
in other sections. 

At the present time a large percent of 
college students are preparing to teach. 
These must have sixteen hours in Education 
in order to qualify as teachers under the 
rules of the North Central Association of 
Secondary Schools and Colleges. They 
also take twenty to forty or fifty hours in 
subjects they expect to teach. That is to 
say from a third to a half of their course is 
determined by practical, professional, and, 
if you will, bread and butter reasons. 

The future teachers are not the only 


group in the small colleges taking profes- 
sional training. The R.O.T.C. may re- 
quire as much as one sixth or more of a 
man’s time and reward him with an officer’s 
commission. Many students looking for- 
ward to medicine, law, and engineering find 
a substantial portion of their college course 
prescribed for them by the entrance re- 
quirements of the professional school. All 
in all the small college is pretty well sat- 
urated at present with professional study, 
but the emphasis is on the theoretical not 
the practical side. Prophecy is always 
dangerous and the prophet’s reward uncer- 
tain and sometimes painful, but I am will- 
ing to hazard the guess that the profes- 
sional training already under way in the 
small colleges is likely to develop consider- 
ably on the technical and practical side 
during the next decade or so. The facts 
already cited in this paper seem to indi- 
cate that something of the sort is actually 
under way at the present time. 

The bearing of all this on the problem of 
accounting instruction in the small college 
is obvious. Just as long as the colleges 
hold to the conservative liberal arts curri- 
culum the accounting courses must em- 
phasize theory, and courses such as cost 
finding, auditing, income tax, and C.P.A 
Coaching will be frowned upon or barred 
altogether. Wherever the colleges become 
conscious of the fact that they are giving 
professional training along other lines, 
then it will be possible to bear down on the 
technical side of accounting and to intro- 
duce laboratory periods and the more tech- 
nical courses. 

Accounting is in the Liberal Arts Col- 
lege; it has struck deep root and is there 
to stay. It has inherent qualities which 
justify the position it now holds in the 
Liberal Arts curriculum, and it may be a 
factor in inducing changes within the Col- 
lege in the direction of a more frank facing 
of the situation regarding the problem of 
professional training. 


ACCOUNTING INSTRUCTION IN THE LIBERAL 
ARTS CURRICULUM 


Srantey E. Howarp 


EFINITIONS ARE SOMETIMES neces- 
13) sary, although dangerous to make. 
It would seem to be a minimum pre- 
requisite to the discussion of the topic set 
forth in the title of this paper that there 
be given some definition or explanation of 
the expression “liberal arts curriculum.” 
The charge may be anticipated that there 
is no such phenomenon as accounting in- 
struction in the liberal arts curriculum; 
that a course of study which includes ac- 
counting has ceased to be of the liberal 
type. Is this true? I think not. Yet it 
is difficult to formulate a definition or ex- 
planation of a liberal course of study; and 
this difficulty is due in no small part to an 
apparent lack of unanimity of opinion 
among those who are most vigorous in de- 
fense of curricula of the conservative pat- 
tern. 


The separation of liberal from non-lib- 
eral studies may be attempted on the 
basis of the content of the several subjects 


offered. In most conservative quarters 
“liberal arts curriculum” means a course of 
study in which emphasis is laid upon lin- 
guistics and literature, especially upon the 
classics of Greece and Rome. Some con- 
cession is made to the social sciences, es- 
pecially history; for it is held that by the 
study of the past one may be helped to a 
full appreciation of literature and philoso- 
phy. Mathematics is by tradition admitted 
to the liberal arts fold, perhaps because of 
its disciplinary value, perhaps because by 
the mastery of its principles one acquires 
a tool for use in the pursuit of the natural 
sciences, perhaps to some slight extent be- 
cause of certain practical applications in 
everyday life. Yet there is evidence of dif- 
ference of opinion regarding the line of 
demarcation between liberal and non-liberal 
studies in the history and present practice 
of the awarding of bachelors’ degrees. The 
natural sciences are tolerated in the liberal 


curriculum, nay even encouraged. That 
the encouragement is not always whole- 
hearted witness the insistence upon the 
degree of Bachelor of Science, which some- 
times is supposed to indicate some degree 
of specialization in chemistry, physics, as- 
tronomy, biology, geology or psychology, 
and at other times merely indicates a de- 
ficiency in Latin. Witness also such de- 
grees as that of Bachelor of Philosophy 
which seem to be used to indicate deficiencies 
both in the natural sciences and in Latin. 
It is not a legitimate function of this paper 
to discuss the problems of degrees awarded 
for undergraduate work. But the diver- 
sity of practice which has characterized the 
bestowing of the several degrees is circum- 
stantial evidence of uncertainty as to how 
to classify subjects as liberal or non-liberal 
on the basis of their content. That there 
appears occasionally agitation for the one- 
degree system seems to imply the use of 
some other method of differentiation. 

Such a method is that of studying objec- 
tives. To be brief, those subjects are in this 
view held to be “liberal” which are not vo- 
cational or professional in their main ob- 
jectives. Even this approach to the pro- 
blem has its difficulties. For it is a thesis 
plausible to be advanced and maintained 
that the most practical training in any 
field is, for able minds, that which stresses 
principles, fundamental theories, and fun- 
damental unsolved problems rather than 
that which concentrates upon technical de- 
tails of procedure. Also, the matter of 
professional or vocational objectives is not 
to be judged solely from the students’ point 
of view. An undergraduate intending to 
become a teacher of the classical languages 
and literatures has a pre-professional or 
quasi-professional interest in and attitude 
toward courses in his chosen field. Others 
aspiring to become writers of fiction, 
poetry and plays, or to become artists and 
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architects, have a pre-professional attitude 
toward even the most general, cultural and 
non-technical courses offered in these sub- 
jects. Premedical undergraduates are in 
practice recognized as having certain ur- 
gent curriculum problems which must be 
solved even in colleges of the liberal type. 
Undergraduates with a pre-professional or 
quasi-professional interest in some one or 
more subjects of the curriculum cannot be 
eliminated. Nor should they be eliminated. 
Their presence in the student body may 
have a very tonic effect upon the intel- 
lectual life of the institution. 

But it would seem to be a tenable pro- 
position that from the teacher’s point of 
view the objective of any course or group 
of courses properly belonging in a curricu- 
lum of the liberal type is not narrowly or 
predominantly vocational or professional. 
If this is true, accounting, if it is to be and 
remain an integral and valuable part of 
a program of liberal studies, must be 
taught, not with vocational or professional 
objectives, but with cultural, citizenship 
and disciplinary objectives. It would 
seem to follow that accounting should be 
taught in the liberal arts course as a part 
of the program in economics, not as a part 
of the program of a school of commerce 
or of business administration, and not as an 
independent department or field of study. 

There appear to be at least three specific 
objectives of accounting instruction as of- 
fered by a liberal arts department of econ- 
omics. First, there is that of affording to 
students the mastery of a tool which is most 
useful in the pursuit of other economic 
studies. In this respect accounting is not 
unlike a course or courses in statistical 
method. The concepts of accounting are 
for the most part peculiarly applicable to, 
if not drawn directly from, the field of pri- 
vate acquisitive enterprise. Without doubt 
an understanding of accounting termin- 
ology and general procedure goes far to 
clarify the problems, solved and unsolved, 
of the theory of enterprise and profits as 
a part of the economic theory of distribu- 
tion. Without doubt also there is a 


corresponding interaction in the other di- 
rection and an understanding of economic 
theory assists in the understanding of ac- 
counting situations and in the solution of 
problems about which there is controversy. 
In the field of the more practical or citizen- 
ship courses in economics (money and 
banking, public finance, corporation fi- 
nance, and problems of public control) a 
knowledge of accounting concepts and of 
elementary accounting procedure is a most 
useful, if not indispensable, tool. 

This brings us to our second objective, 
that of training for. the intelligent exer- 
cise of the privileges of citizenship. To 
justify a course in the curriculum by say- 
ing that it is useful in the mastery of the 
subject matter of another course or group 
of courses may be sufficient in itself, but it 
is not in the fullest sense satisfying. The 
same mastery of accounting concepts which 
is found to be useful in the other courses 
offered in the economics department may be 
even more useful later in the exercise of the 
privileges and the performance of the 
duties of intelligent citizenship. Problems 
of taxation, public regulation, and public 
administration, for example, require for 
their solution informed intelligence as well 
as good intentions. There is a constant, 
if not increasing, demand for the applica- 
tion of sound accounting analysis in the 
fields in which these and other public pro- 
blems are found. 

Third, accounting study and instruc- 
tion is not without its disciplinary phases. 
Many of the most fundamental concepts of 
accounting are abstractions, as for ex- 
ample, proprietorship, net worth, equities, 
revenue, expense, profit, |vss, gain, income, 
surplus and reserves. Yet these abstrac- 
tions are in accounting procedure required 
to be given exact expression. The mastery 
of the elementary theory of the use of 
debits and credits is in itself an exercise of 
no mean disciplinary value. Complicate 
the simplest of bookkeeping situations by 
the introduction of special journals, sub- 
sidiary ledgers and controlling accounts, 
and it is not surprising that undergradu- 
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ates of good academic standing accept their 
assigned tasks as a challenge and apply 
themselves “in their own time” to the under- 
standing of an art to them hitherto 
unknown and frequently underesteemed. 
There is real discipline in the college or uni- 
versity course in accounting, if its require- 
ments are made properly exacting. Perhaps 
the disciplinary objective would by itself 
be insufficient to justify the introduction of 
accounting into the liberal curriculum. 
But the charge need never justifiably be 
made that the introduction of accounting 
offers to poor students an attractive 
method of evasion of the older disciplinary 
subjects. 

How much accounting should be offered 
in a liberal economics program? A definite 
or finite answer intended to apply to all 
situations would be difficult, if not impos- 
sible, to formulate. Curricula in economics 
differ from each other with respect to the 
number and range of economics courses 
offered, and therefore the amount of ac- 
counting instruction properly to be offered 
must be measured on a relative basis. It 
is doubtful if very much, measured by terms 
or semesters, can be offered before the of- 
fering ceases to be liberal and becomes vo- 
cational or professional. In my opinion 
the normal maximum is a course or sequence 
of courses for one academic year of about 
nine months. In most cases probably not 
more than one-half of this should be offered. 
But the course or courses offered should 
be compactly organized and should con- 
tain a body of subject matter which will 
introduce the student to several typical 
situations and problems. Of this more 
later. Will you bear with me if I intro- 
duce a brief statement of the plan of under- 
graduate instruction in accounting with 
which I am most familiar. It is not neces- 
sarily an ideal plan but it has some ad- 
vantageous features. There is offered in 


the first term of the Junior year an elec- 
tive course in “Accounting Principles,” 
prerequisite to which are the two one-term 
courses in general or introductory eco- 
nomics offered in the Sophomore year. The 


course in “Accounting Principles” is pre- 
requisite to and is followed by a course en- 
titled “Corporation Accounting and Fj- 
nance.” This title simply means that a 
course in corporation finance is given in 
which, by reason of the prerequisite re- 
quirement of accounting, the accounting 
method of approach to problems of cor- 
poration finance is employed whenever that 
method seems to be the one best adapted. 
This course is not primarily a course in 
accounting. The tying together of these 
two courses has inter alia this advantage, 
that work in the subject matter of cor- 
poration finance can be pushed back into 
the first term if and when specific oppor- 
tunities offer. The year’s work can be of- 
fered as a unit and the time devoted to 
technical bookkeeping problems can be 
handled flexibly and reduced to the mini- 
mum. Accounting is thus definitely and 
immediately made to serve in the function 
of a tool or instrument of economic study, 

What should the liberal arts course in 
accounting contain? Obviously it must 
begin with the elements of double entry 
bookkeeping. It is a rare undergraduate 
in a college of liberal arts whose mind is not, 
so far as accounting is concerned, a tabula 
rasa. How long the process of mastering 
fundamentals must be will depend some- 
what upon how many and what things are 
regarded as fundamental, and how impor- 
tant it appears to be to emphasize the 
traditional formalities of bookkeeping pro- 
cedure. Something will depend also upon 
whether the students have mental ability 
capable of mastering the concepts pre- 
sented without the tedious performance of 
long practice sets. Parenthetically, there 
is probably more mental discipline ac- 
quired without the long practice sets. To 
be brief, and perhaps to provoke discus- 
sion, I consider it possible to teach the 
fundamentals about the general journal, 
the general. ledger, special journals, sub- 
sidary ledgers, controlling accounts, and 
the balance sheet and the statement of reve- 
nue and expense as related to each other 
and to these general special books in a peri 
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od of approximately ten weeks. This isin a 
system of class organization in which each 
student attends each week one one-hour 
lecture, one one-hour discussion session 
composed of about a dozen students, and 
one two-hour laboratory session. Some of 
the so-called laboratory work must, with 
the reading of the assigned text, be done in 
the student’s own time. The remaining 
weeks of the term may then be given over to 
some or all of such subjects as reserves for 
depreciation, reserves for bad debts and 
other contingencies, reserves in relation to 
special funds, the most general phases of 
cost accounting, the accounting disposition 
of income, and specimen problems involv- 
ing interest calculations and amortization 
of intangible values (both positive and 
negative) such as premiums and discounts 
on bonds. 

Under such a plan as this the last few 
weeks of the term must be busy ones. So, 
in fact, must all the weeks of the term. 
They should be. No matter how long the 
term and no matter how many terms can 
be made available for accounting instruc- 
tion, the teacher will always feel that much 
more could be said about many interesting 
topics, if there were only more time. But 
the course should, I think, be primarily a 
course in principles rather than a course ih 
special problems. In it the student should 
be made familiar with accounting concepts 
and accounting procedure in general; he 
should be stimulated to think accounting 
thoughts and to express the results of his 
thinking in good English and in good ac- 
counting terminology. He should be 
taught to do this beth orally in the discus- 
sion groups and in writing in occasional 
tests and written exercises, in wiiich, it may 
be remarked parenthetically, there should 
be a minimum of emphasis upon the ability 
to memorize definitions and formulas. The 
consensus of opinion among my students in 
recent years has, I think, been that it is 
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in the laboratory that they have come to 
grasp the subject matter of the course and 
to “clinch” the ideas set forth in the text 
book material and discussed informally in 
preceptorial conferences. This opinion is 
probably based upon fact. In the course 
referred to there are no “cut” rules appli- 
cable to laboratory work or to preceptorial 
conferences. Absences are noted, but they 
are not reported to the University offices. 
Yet attendance is approximately on a 100 
per cent basis. Laboratory work is graded, 
yet the grades given form no part of a set 
formula for the determination of final 
standing in the course. Attendance is what 
it is chiefly because the students realize that 
satisfactory laboratory performance is a 
minimum prerequisite for the satisfactory 
attainment of the objectives of the course. 
The laboratory part of the work is, and 
always has been, simply a means to an end, 
not the end itself. Ability to present book- 
keeping solutions for a series of assigned 
exercises is not held to be an end in itself. 
There must be written as well as problem- 
solution evidence that the student has a 
grasp of the subject. 

One more point. I believe that the liberal 
arts course in accounting should not stress 
the controversial phases of special problems 
of interpretation and procedure. Yet when 
controversy or difference of opinion ap- 
pears it should be recognized as such and 
the issues and arguments should be fairly 
stated. There should, I think, always be 
careful avoidance by the teacher of an at- 
titude of insistence upon the acceptance of 
his own views, whether for examination or 
any other purposes. The word “liberal” 


in the expression “liberal arts” has its ori- 
gin in the Latin word “liber” meaning 
“free” or “unbound.” Training for exam- 
inations by the method of “cramming” 
approved answers cannot approximate in 
social usefulness the education of free- 
minded men well grounded in principles. 
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THE POSITION OF ACCOUNTING IN THE SMALL 


LIBERAL ARTS COLLEGE 


Joun D. HANsLEIN 


N PRESENTING the position in the 
I small Liberal Arts College, it is nec- 
essary to distinguish between two 
groups of colleges. First, there is the 
group of colleges in which accounting has 
no place, since it is excluded from the cur- 
riculum of college courses; and second, 
there is that group of colleges in which ac- 
counting does have a place in the college 
curriculum. 

Several very well known small Liberal 
Arts Colleges, such as Amherst, Alfred Col- 
lege, Allegheny College, Colgate, Haver- 
ford, and Middlebury College in Vermont, 
have provided no place in their courses of 
study for the subject of accounting. This 
absence of the subject may be due to choice, 
to charter limitations, to financial neces- 
sity, or other proper reason. A case in 
point may be cited from the 1927-8 catalog 
of Allegheny College: to quote— 


“This institution is a College of Liberal 
Arts. It does not undertake to provide the 
technical instruction which is indispensable to 
success in business or professional life. Rather 
it offers its students a general education which 
aims at developing (1) an understanding of 
the world in which they live; (2) correct 
habits of observation and reflection; (3) 
proper appreciation of artistic, moral and 
spiritual values; and (4) attitudes toward life 
and fellowmen that are socially desirable.” 


The evaluation of the practice of ex- 
cluding any subject whatsoever that smacks 
of a vocational or business nature would 
lead to a discussion of the traditional ideas 
concerning what arts, sciences and humani- 
ties are justifiable in a college curriculum 
and what arts, sciences and humanities are 
not justifiable. Such a question largely re- 
solves itself into statements of personal 
opinion, and each person is entitled to his 
own. Many small Liberal Arts Colleges, 


however, do not find it inconsistent with the 


proper functions and purposes of College 
Curricula to include accounting as one of 
the subjects therein. It would seem almost 
to resolve itself into a question of how 
liberal is the Liberal Arts College. Ac- 
counting, after all, is a subject which pre- 
sents like any other science, a body of use- 
ful knowledge, is likewise of considerable 
value in developing the power of analysis 
in the student, and encourages accuracy in 
thinking. These attributes are of great 
importance in training a student to form 
careful judgments based on facts. 

The amount of attention given to the 
subject of Accounting and the establish- 
ment of its position in the small Liberal 
Arts College varies from very little, to mak- 
ing it the principal subject in the business 
course. Thus, several of the smaller Liber- 
al Arts Colleges offer in the Department 
of Economics a one-semester course in ac- 
counting. This is the practice at Bowdoin, 
according to the 1928-9 catalog. Union 
College at Albany, N.Y., according to the 
1927-8 catalog offered a year’s course in 
accounting and corporation finance, which, 
according to the description, confined ac- 
counting to one semester. Clark University 
at Worcester, Mass., also offered a one- 
semester course in accounting, according to 
the 1927-8 catalog, although omitted dur- 
ing that year. These smaller colleges of 
Liberal Arts apparently follow the example 
of some of the larger institutions. Yale 
College offered a one-term course in ac- 
counting to students having credit for one 
year’s study of Economics. A one-semester 
course in accounting even with more or 
less intensive laboratory work could hardly 
be more than a survey course, and as such 
is not of much practical value to the stu- 
dent. 

Realizing the limitations of a one-se- 
mester course in accounting, some institu- 
tions give in the Department of Economics 
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a full year’s course. DePauw University, 
University of Delaware, Bucknell, and 
Tufts College are cases in point. The 
catalog description calls for three hours 

r week of the student’s recitation time 
throughout the year. A one-year course, 
if accompanied by supplementary problems 
either to be solved in the laboratory or out, 
will give the student at least a fair knowl- 
edge of the elementary principles of the 
subject. A one year’s course in College 
Physics or Chemistry will also give the stu- 
dent a fair knowledge of the fundamental 
principles of either of these subjects. The 
so-called scientific method is more or less 
common to them all, and the student of any 
of them will get a speaking acquaintance 
with it in one year of satisfactory work. 

In order to give the student a still fur- 
ther knowledge and mastery of the sub- 
ject of accounting, some of the smaller 
Liberal Arts Colleges provide for at least 
two years of accounting. This situation 
is found in Birmingham Southern College, 
Butler University, Knox College, Univer- 
sity of Vermont, University of Maine, and 
Colby College. Lehigh University also fol- 
lows the same practice,—although while the 
courses offered in the other colleges men- 
tioned are in the Department of Economics, 
in the case of Lehigh the courses are offered 
in the Department of Business Administra- 
tion. 

There is finally a group of the smaller 
colleges which provide in: addition to the 
regular Liberal Arts curriculum of subjects 
a special professional school of Business 
Administration or Commerce and Finance. 
It is generally the practice to offer at least 
three years of accounting courses in this 
case. Liberal Arts students may elect ac- 
counting as one of their subjects and take 
one, two or three years of it. Thus, the 
Universities of Arkansas, Arizona, Missis- 
sippi College, and Canisius are cases in 
point. In these instances, accounting has 
been removed from the regular Liberal Arts 
college curriculum of a professional school. 
Liberal Arts students, however, may have 
the privilege of taking courses in account- 
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ing, if they should so desire. A much 
greater opportunity to study accounting 
is thus offered the Liberal Arts student in 
such institutions than is offered to students 
of the pure Liberal Arts College. 

In the University of New Hampshire, 
there is a rather peculiar situation. Three 
years of accounting courses are offered in 
the Department of Economics to students 
registering in the business fundamentals 
course. These courses are open to general 
Liberal Arts students who may elect ac- 
counting. The courses in accounting are 
designed as those of the usual school of 
Business Administration or Commerce, but 
such a school or department of study has 
not yet been established independently of 
the Economics Department. 

It is a significant situation that practi- 
cally all courses in accounting, whether for 
one semester or for three years, are offered 
in the small Liberal Arts College as a sub- 
ject or subjects in the Department of 
Economics, except where the college has 
organized a separate school or department 
of Commerce or Business Administration. 
Since the accounting courses are thus of- 
fered as specialized economics courses, the 
student must be at least in his second col- 
lege year. This admission of students to 
accounting study in the second, third and 
fourth years of college residence is better 
than admission to the study of accounting 
in the first year. By the time the student 
enters the second year, he has demonstrated 
his ability to do work of college grade, and 
presumably at least, has had some oppor- 
tunity to decide the nature of courses in 
which he feels a special interest. The plac- 
ing of accounting as one of the subjects 
offered in the Economics Department in 
lieu of creating a special department of 
Business Administration or Commerce is 
about the only solution of the problem. 
However, accounting is in nature a type of 
statistical study, and bears some relation, 
therefore, to the subject of mathematics. 
The step from general economic laws to 
special situations in a special or given busi- 
ness enterprise is a problem of how a given 
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individual firm or association of individuals 
organize and cransact business to gain a 
profit. As such, it lies within the field of 
economics, while at the same time making 
use of the statistical methods of mathe- 
matics. 

In our own university, about 50 per cent 
of the students who graduate enter into 
some kind of business activity for a liveli- 
hood. To them accounting is a very im- 
portant subject. Students who prepare to 
enter the profession of law are likewise 
benefited by a study of the subject—all the 
more since many law schools offer their stu- 
dents no opportunity to study the subject. 
To prospective teachers of commercial sub- 
jects, the study of accounting is also prac- 
tically indispensable. For students who 
want a broad liberal arts education, time 
spent in the study of accounting, even at 
the expense of some of the other traditional 
subjects, would not be wasted. Accord- 
ing to a recent radio address by the Secre- 
tary of the United States Chamber of Com- 
merce, about 90 per cent of legislation de- 


manded from the various legislative bodies 
of the United States has to do with busi- 
ness. No better appreciation of the prob- 
lems of business can be obtained than 
through the study of accounting. If the 
objects of a liberal arts college are truly to 
give the student—(1) an “understanding 
of the world in which they live; (2) correct 
habits of reflection and observation; and 
(3) attitudes toward life which are socially 
desirable,”—then the study of accounting 
should by all means be given. It aids in 
the accomplishment of all three of these ob- 
jectives. 

With the growth in the success of the 
accountancy-trained man and the ever in- 
creasing demand for accounting in the solu- 
tion of problems of private and public life, 
there is almost inevitable the realization of 
its importance as a college subject. The 
student will some day have the opportunity 
of studying accounting as he would study 
any other science. Instead of one semester, 
he will be allowed as many semesters as in 
physics, chemistry, or any other science. 
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INSIDERS AND CORPORATE INCOME STREAMS 


S. H. 


0 ONE KNows precisely what portion 
N of the income-streams of corpora- 
tions goes to the “insiders.” Prob- 
ably no one will ever know. But it is worth 
while noting what forces limit the amount 
they can get, what devices (particularly 
corporate devices) they can use to enlarge 
the amount they are likely to get currently, 
and to what extent they are likely to make 
use of these devices. 

Before we deal with these three phases 
of the problem, it is probably necessary to 
indicate in a general way who the “insiders” 
are likely to be. There is very little doubt 
that the executive head of a business firm 
is usually one of the “insiders.” He is 
typically on the board of directors and is 
acquainted first-hand with practically all 
the policies, the future plans and past 
operations of the business unit in question. 
It is usually safe to include most of the 
major officials. Of course, the active mem- 
bers of the board of directors are on the 
inside. Practically always bankers and 
very often the members of professional 
firms, such as, management, legal, account- 
ing, or engineering concerns might be con- 
sidered “insiders.” And, finally, when- 
ever an organization has “management,” 
“bankers” or perhaps “founders” stock, 
then it is plausible to suppose that the 
holders of this type of stock are perhaps 
the most powerful of the “insiders.” It 
is obvious that in any given situation there 
is a considerable amount of overlapping of 
these various groups. 

This article is a part. of a broader study that is 
being made on “Profits and Capitalization.” This 
broader study was started at the Institute of Law, 
Johns-Hopkins University. The author acknowl- 
edges the very valuable help that was given him 
by the staff of the Institute of Law. 

*The holders of management stock are so much 
on the “inside” that it has been suggested that they 
should according to law be allowed to exercise their 
voting right “subject to all of the rules limiting 
directors and others in a fiduciary capacity in the 
exercise of management powers.” See A. A. Berle, 


Jr., Studies in the Law of Corporation Finance, p. 
55, Callaghan and Co., 1928. 


II 

The indicated income-stream of a given 
business firm over short periods of time can 
be changed radically by the “insiders.” 
And these changes can be so made that over 
a long period of time the income-streams 
to the “insiders” will be enhanced over what 
they would otherwise be. At least three 
major ways are available to the insiders. 
They can manipulate the accounting prac- 
tices of the business unit, thereby affecting 
the amount that will be considered as the 
profit-share during any given period of 
time. Wherever there are subsidiary firms 
they can establish accounting practices 
that will influence the amount to be ac- 
counted for as profits for the various firms 
involved. And finally, by contractual rela- 
tions between themselves, as persons, and 
the business firm, as a “legal-entity,” they 
can greatly affect the amount of the profit- 
share.* 

The first way—the manipulation of ac- 
counts—takes the form usually of tamper- 
ing with the valuation of assets and lia- 
bilities.* In the case of assets the question 
of how much to deduct periodically for de- 
preciation, obsolescence, bad debts, is a 
subjective matter. No one seems to know 
precisely how much should be deducted and 
consequently, any one who is interested in 
changing the income-stream can do so by 
affecting the depreciation accounts.’ Then 

?The income-stream of a business firm is not 
equivalent to the profit-share from an economist’s 
point of view in spite of the tendency on the part 
of both accountants and jurists to make them 
equivalent. For our purposes here, however, they 
might be considered as equivalent. 

*It should be noted that these ways of manipu- 
lating the income-stream are available to the in- 
siders connected with a going concern. The op- 
portunities of influencing the income-stream of a 
business firm either being established or being 
liquidated are even greater. 

‘It is very easy to misinterpret the action of the 
“insiders” in this connection. Very often they are 
trying to get at “true” evaluations. 

5 Neither accounting practice nor jurists’ de- 


cisions limit the opportunities in this connection 
sufficiently to make it impossible for “insiders” to 
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there is the question of appreciation. When 
shall assets be changed in value upward? 
Again here is a loophole for changing the 
income-stream.® In addition, there are in- 
tangible assets, such as, patents, good-will, 
and franchises, the value of which can 
easily be manipulated.’ To some extent, 
too, the rate at which deferred charges 
are written off may change the income- 
stream. And, finally, the “nominal” valua- 
tion practice is subject to a great deal of 
abuse particularly when the nominal valua- 
tion placed on an asset is changed periodi- 
cally.® 

On the liability side contingent liabili- 
ties and accrued liabilities can be manipu- 
lated so that the income-stream will be 
changed. When should a contingent liabil- 
ity be established? How rapidly should an 
accrued liability be eliminated? The an- 
swers to these questions, particularly the 
answer to the first will play an important 
part in determining the figures issued for 
net income.” 

Whenever there are subsidiary concerns, 
there are many opportunities for changing 
the amount of the income-stream. If assets 


change quite considerably the profit-income-share. 
See particularly William Z. Ripley, Main Street 
and Wall Street, Little Brown and Co., 1927. See 
also A. A. Young, Depreciation and Rate Control 
in Economic Problems New and Old, Houghton 
Mifflin Co., 1927. Treatises on accounting and in- 
come tax procedure will support this generaliza- 
tion. 

* Accountants, except under extraordinary condi- 
tions, will not increase the value of assets. Their 
standard is usually original-cost-adjusted. They 
will decrease, however, the value of current assets 
in accordance with market changes. See Prosper 
Reiter, Profits, Dividends and the Law, Ronald 
Press, 1926. 

* Witness the attitude and practice of investment 
students with reference to these assets. See almost 
any investment treatise. 

® Accountants appear to be quite willing to allow 
practices that will make for “hidden reserves.” For 
example, banks will evaluate their proprietorship 
accounts. Often “outsiders” do not know what has 
happened. 

Again, we find neither accepted accounting 
practice nor adequate legal precedent to sufficiently 
limit the power of the “insiders” to avoid their 
manipulation of the profit-income-share. See al- 
most any general accounting treatise and any 
sample of income-tax cases. See Prosper Reiter, 
op. cit. 
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are being shifted from and to the subsi- 
diary concerns, the price at which they are 
transferred will, of course, be a significant 
factor in determining the profit-shares of 
the various concerns involved. Then too, 
in consolidating accounts the valuation 
placed on assets and liabilities can be more 
easily manipulated than if the assets and 
liabilities of one company are being evalu- 
ated.”° 

Finally, the “insiders” can decidedly af- 
fect the income-stream of a business firm 
by determining the character of the con- 
tracts they make for it. Whenever the 
contract to be made is one between the firm 
and themselves or between the firm and firms 
which are almost entirely owned by them, 
the profit-share of the business unit in ques- 
tion is likely to be reduced from time to 
time quite seriously.” 

Within rather broad limits these manipu- 
lations can go on for a long period of time. 
The outer limits are the extent to which the 
income-stream of the business firm can be 
expanded or contracted without putting 
interested parties in a legal position to ob- 
ject.* And in terms of our present legal 
precedents these limits are exceedingly 
wide. These limits are, of course, made 
even wider because of the “cost” involved 
in going to law for remedial action. 


In addition to being able to manipulate 
the size of the indicated income-stream dur- 
ing relatively short-periods of time and 
even in the long-run, the “insiders” are in 
a position in corporated business firms to 


* Neither the law nor accounting practice is of 
much help in this connection. 

"This can be done easily owing to the legal 
fiction surrounding corporations and their activi- 
ties, and the leniency of corporate charters. See 
particularly A. A. Berle, op. cit., Chapters I and 
II, and W. Z. Ripley, op. cit., and for a contrast 
Prosper Reiter, op cit. 

™ Very often the “insiders” can contract or ex- 
pand the profit-share over short periods of time 
within the limits set by the selling prices and the 
actual cash payments that are impossible to “capi- 
talize.” See again A. A. Berle, op. cit., W. Z. 
Ripley, op. cit., and the writings of J. C. Bon- 
bright, Louis Brandeis, Thorsten Veblen, and Wal- 
ter Lippman. 


| 
f 
b 
r 
t 
t 
d 
t 
f 
n 
or 
ce 
st 
se 
in 


ubsi- 
y are 
icant 
es of 
too, 
ation 
more 
3 and 
valu- 


ly af- 
firth 
con- 
r the 
e firm 
| firms 
them, 
-ques- 
me to 


unipu- 
time. 
ch the 
can be 
utting 
to ob- 
t legal 
dingly 

made 
volved 


ipulate 
m dur- 
1e and 
are in 
rms to 


ice is of 


he legal 
r activi- 


ct or ex- 
of time 
and the 
to “capi- 
WG 
C. Bon- 
ind Wal- 


determine within wide limits the amount 
of the income-stream that is to be attri- 
buted to various securities. It should be 
noticed here that changing the size of the 
total income-stream will by and of itself 
change the amount going to various se- 
curities, because some securities are on a 
more “contingent” basis than others. Ac- 
cordingly, as the income-stream is nar- 
rowed, the amount going to certain securi- 
ties is decreased more than proportionally 
and as the income-stream is widened, the 
amount going to certain security holders 
is increased more than proportionally. 

But given a certain profit-income-stream 
over a period of time, there are still num- 
erous ways in which the amount diverted 
to certain security holders can be in- 
creased or decreased. In the first place, 
the amount that is relegated to the sur- 
plus accounts, particularly the ear-marked 
surplus accounts, will affect the amount 
that is likely to go to share-holders over 
long periods of time.’* Secondly, non-par 
value stock in the hands of “insiders”? who 
by charter provisions are given the privi- 
lege of increasing or decreasing the number 
of shares the corporation has outstanding, 
will give them an opportunity to reduce in 
the long run the amount going to the exist- 
ing share-holders.** This can obviously be 
done by spreading the existing surplus 
over a larger number of certificates. Close- 
ly connected with this procedure are, third, 
the various ways in which the corporation 
can handle its rights and warrants. Aside 
from being in a position of repudiating 
both rights and warrants, in the case of 
rights and the setting of the price at which 
the “old” stockholders will be able to get 
the “new” stock, might affect to a con- 


*It is possible to establish various “contingent- 
reserves” which in the long run can be increased or 
decreased by accounting manipulations influencing, 
thereby, the amount that is and will be available 
for dividends. See for a presentation of what is a 
naive interpretation of the consequences P. Reiter, 
Op. cit. 

“This practice can become exceedingly signifi- 
cant if the “insiders” can issue the non-par value 
stock at any price they desire or if they can issue 
securities that will have a prior “lien” on the 
income-stream. 
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siderable extent the distribution of the sur- 
plus amoung the “old” share-holders and 
among the “new” share-holders. In this 
connection, too, the treatment of convert- 
ible bonds or convertible preferred stocks 
is significant. The price at which the con- 
version privilege is placed in relation to the 
price and time at which these securities 
might be called, makes possible significant 
shifting of accrued-earnings in the form of 
surplus from one type of security holder 
to another. Fourth, the dividend policy in 
regard to non-cumulative preferred stock 
and participating preferred stock, also, 
gives the insiders an opportunity to shift 
the income-stream going to various secur- 
ity holders. Until recently the courts held 
that if during a given year no dividends 
were declared on no-cumulative preferred 
stock even though they were earned, 
the non-cumulative preferred stockholders 
could never get this undivided profits share 
at a later time. This was an easy way of 
increasing the income-stream that would 
go, in the long run, to the common stock- 
holder and very often to “management” 
stockholders. The same type of situation 
was sanctioned by the courts until recently 
in connection with participating preferred 
stock. If the preferred stock was not 
given its dividend or allowed to participate 
during a given period it, too, could not get 
any of the earned undivided profit. In 
the long run, in this way, the amount of 
the income-stream would be diverted from 
the participating preferred share-holders.*° 

All of this manipulation of the income- 
stream going to various securities is de- 
pendent upon (a) the leniency of the char- 
ter, and (b) corporation law. At the pres- 
ent time, in terms of existing corporation 
charters and law, it is possible for the “in- 
siders” given a certain income-stream over 
a long period of time, to determine within 
very wide limits the amount of income that 

It can readily be seen that these various cor- 
porate devices give the insiders almost unlimited 
possibilities. For an admirable study of the legal 
aspects of these devices see A. A. Berle, op. cit. 
For an excellent indication of how these corporate 


devices can be used “within the law” see William Z. 
Ripley, op. cit. 


rs. See 
s I and 
contrast 


156 


will be allocated to various securities.*° Of 
course, the specific terms of the contract 
made with both shareholders and bond- 
holders, their financing plans, and their in- 
vestment-bankers, will no doubt have some 
restraining influence on how much will ulti- 
mately be allotted to certain security hold- 
ers.*' 


IV 


Apparently “insiders” can enrich them- 
selves by manipulating the total-income 
stream and the portions of this income- 
stream that are to be allotted to various se- 
curities.** In addition, they can to a con- 
siderable extent manipulate the amount go- 
ing to specific security holders. This is 
accomplished primarily through their buy- 
ing and selling of securities. 

With the presence of highly organized 
exchanges and continual buying and selling 
of securities on the basis of “analyses” and 
“tips,” it is possible for the “insiders” by 
virtue of their almost complete control over 
the publicity of accounts and a consider- 
able amount of control over the technical 
position of the securities of the company 
to buy securities just before an increased 
income is to be allotted, and to sell them 
before a reduction in income is to be an- 
nounced. In this way, too, the “insiders” 
increase their income-stream. By using 
this method they influence decidedly the in- 


See again A. A. Berle, op. cit., and W. Z. Rip- 
ley, op. cit. 

If the financing plans involved an attempt to 
get new capital they are likely to be careful in 
diverting income-streams. In so far as investment 
bankers are trying to protect their clients such 
activity is likely to be hampered. Of course large 
investors, such as insurance companies and invest- 
ment trusts are likely to interfere. In some in- 
stances, perhaps very often, the investment bankers 
and the “dominating persons” in investment trusts, 
and in insurance carriers are likely to be some of 
the “insiders.” Notice the practice on the part of 
large corporations to organize their own investment 
banks. Notice, also, the similarity of the lists of 


names on the board of directors of large corpora- 
tions, investment trusts, investment banks, and in- 
surance companies. 

% Providing, of course, they are the holders of 
the securities to which they are diverting the in- 
come-stream. 
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come-stream that eventually goes to vari- 
ous specific security holders. 

The withholding of information is a very 
popular way of attaining this end. Data 
in regard to earnings, particularly pros- 
pective earnings, future plans, sales or or- 
ders, possible capital-gains, are exceeding- 
ly important in determining the value of 
securities. If these data can be withheld 
it might be and very often is possible to 
obtain securities at a lower price or sell 
securities at a higher price than they will 
be shortly after the information has been 
made available. 

The control that the “insiders” have 
over the floating supply of securities and 
the amount available for short-sale loan- 
ing will, also, aid them in determining the 
price at which the securities will sell. Here 
again they are put in a position to buy 
when the security is “low” and sell 
when the security is “high,” thereby aug- 
menting their income-stream at the expense 
of the income-stream of specific security 
holders. 

The practice on the part of “insiders” 
playing the market has been in the main 
sanctioned by the law. In addition to es- 
tablishing legal restrictions the activities 
of investment banks and investment trusts, 
and the stock markets itself might control 
this type of manipulation. At the present 
time the opportunities for carrying on such 
manipulations are obviously many. 


V 


It is apparent, therefore, that the “in- 
siders” can, within very wide limits under 
present social and legal institutions, in- 
crease their income-streams without render- 
ing any service to society. They can re 
duce the income-share that would other- 
wise go to others by (a) manipulating the 
total income-stream of the business firm 
they control, (b) by manipulating the 
amount of income-stream that is allotted 
to certain securities, and (c) by manipulat- 
ing the income-stream specific security 
holders will obtain. 
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SHOULD APPRECIATION BE BROUGHT 
INTO THE ACCOUNTS? 


A. 


HIs PAPER FORMS a part of a more 
<4 general discussion of the subject of 

Appreciation. Since the paper which 
follows bears the title, “How can apprecia- 
tion be Treated in the Accounts,” an af- 
firmative answer to the question in point 
might seem obvious. However, it is with- 
out question sufficiently debatable to war- 
rant a consideration of both the pro and 
the con of it. Furthermore, as a practical 
matter, it sometimes happens that appre- 
ciation has been brought onto the books 
contrary to the dictates of good account- 
ing theory, and it then becomes the duty 
of the accountant to show the facts in the 
best manner possible. 

The existence of appreciation, as evi- 
denced by a fairly permanent increase in 
values, must in many cases be conceded. 
Such increase may be indicated by actual 
appraisal or by other data or information; 
and may be formally recognized by action 
of a Board of Directors. Does it neces- 
sarily follow that the appreciation, even 
when so recognized, need be made a mat- 
ter of permanent accounting record by 
bringing it onto the books? 

Various arguments have been advanced 
both for and against bringing apprecia- 
tion into the accounts. Those considered 
here are a few which are more commonly 
encountered. The discussion which fol- 
lows is limited to the field of fixed assets 
subject to depreciation, thus excluding a 
consideration of land and of non-fixed as- 
sets. This is a rather arbitrary limitation, 
resorted to only for the purpose of per- 
mitting a more detailed treatment than 
would be possible if the entire subject were 
covered. 

Of the three or four leading arguments 
for the bringing of appreciation into the 
accounts, one which is usually advanced is 
that insurance of properties requires that 
the books show such properties at present 


values. It is a fact that the very purpose 
of insurance means the use of replacement 
costs in order that any destroyed property 
may be fully duplicated. It is also true 
that a recent appraisal report affords just 
such a basis for determining what repro- 
duction costs are. However, it does not 
necessarily follow that the values shown in 
the report need be incorporated into the 
accounts. There is nothing to prevent the 
use of the report itself to support a claim 
for values higher than those shown by the 
books. In fact, it may often be helpful to 
have a knowledge both of original cost (as 
per books) and reproduction cost (from 
the report). 

A second argument is that refinancing 
whether by bond issue or short-term com- 
mercial paper, is facilitated if the balance 
sheet shows the mortgaged property at full 
present value. In support of this conten- 
tion it is said that in the absence of such 
a showing there would arise the question 
as to the ampleness of the security behind 
the loan. It might be said, by way of 
refutation, that not the margin of security 
but the earning power and financial needs 
of the issuing concern are after all the real 
justification for the issue. If this earning 
power is sufficient to market the bonds for 
a greater value than that of the mortgaged 
properties, the books could well show this 
condition as being the fact. Furthermore, 
there is always the opportunity to use ap- 
praisal figures in the bond prospectus; we 
are here concerned with the question of 
whether such values need be brought onto 
the books proper. 

A third occasion for recognizing ap- 
preciation is in the case of sale, of the 
merger of several concerns. In this event 
a new value is usually placed upon the 
properties of the companies to be sold or 
merged. Such a value is the crystallized 
result of bargaining between the contract- 
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ing parties, and forms the basis for an ac- 
tual transaction. Inasmuch as this be- 
comes a definite, closed transaction, the 
increase in value may justifiably be placed 
on the books. It should be understood, 
however, that factors other than apprecia- 
tion usually enter into such price deter- 
mination; e.g., earning power (both past 
and future), and expected economics of 
consolidation. 

Finally, there are cases where an intelli- 
gent determination of operating results 
and financial condition warrants a revision 
of asset values. Property values may be 
understated because of improper distinc- 
tion between capital and revenue expendi- 
tures, or it may be discovered that the 
service life of some asset is greater than 
was first expected. While such findings will 
probably justify the changing of book 
values, it should be understood that this 
is not so much a recognition of apprecia- 
tion as a correction of previous errors. 

A number of general, as well as specific 
objections to bringing appreciation into 
the accounts have been raised. Not all of 
these seem sound, though the three or four 
which will be cited are frequently encount- 
ered. There is first of all the contention 
that appreciated value cannot be used as 
the basis for depreciation, for Income Tax 
purposes. In support thereof there are 
quoted Sections 28 (k) and 114 of the 
Revenue Act of 1928, which state that de- 
preciation is allowed on cost only (except 
where March 1, 1918 value exceeds costs). 
It might be added, incidentally, that there 
would be no great difficulty, even though 
appreciated value were subjected to de- 
preciation, in segregating such deprecia- 
tion for tax purposes. 

A second objection is the old and typical 
one of “conservatism”; the fear that rec- 
ognition of appreciation may lead to in- 
flation and misrepresentation. Simple 
conservatism of itself is not, however, par- 
ticularly commendable, unless it has a 
definite and positive beneficial result. Other 
objections, often of a very indefinite na- 
ture, and sometimes rather far-fetched, 
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would prohibit the recognition of apprecia- 
tion because it results in no “usable” value, 
or that it involves “speculative” value—ob- 
jections whose validity depends upon the 
definition of the various terms. 

It would seem that in many cases the 
objection to marking up the value of fixed 
assets is more definitely an objection to 
showing a profit as a result therefrom. Re- 
move the danger of taking an unrealized 
profit and one also removes many of the 
objections to placing appreciation on the 
books. 

By way of summarizing, then, it ap- 
pears that for purposes of insurance and 
refinancing, satisfactory results can usual- 
ly be obtained by leaving cost figures on 
the books and showing present values in 
supplementary records, such as appraisal 
reports, insurance files, and bond prospee- 
tuses. Furthermore, there is the ever-pres- 
ent danger of setting up an increase in 
property values in such a way as to reflect 
an income as a result—an income which 
has not yet been realized. Wherever, as 
in the case of sale or any other completed 
transaction, the increase in value is liqui- 
dated, such increase constitutes actual 
realized income, and can of course be taken 
into the accounts. 


In conclusion, it is well to add that the 
accountant is often confronted by a situa- 
tion where, contrary to his own better 
judgment, appreciation has been entered 
on the books of a client. In such a case, 
he can at least take certain precautions, 
by observing a few fundamental principles, 
as in the following: 


1. No recognition should be taken of 


purely temporary fluctuations in value; 

2. Depreciation must not be taken on 
appreciation so as to distort operating 
charges and misstate profits ; 

8. The amount of appreciation should 
not be credited to earned surplus and 
made available for dividends. The credit 
might well be to some account as “Un 
earned Appreciation,” or “Reserve for Un 
realized Appreciation.” 


0 
t 
8 
a 
a 
1 
( 
ti 
8 
i¢ 
n 
y 
le 
a 
c 
CI 
SE 
r¢ 


precia- 
value, 
e—ob- 
on the 


ses the 
of fixed 
tion to 
m. Re- 
realized 
of the 
on the 


it ap- 
nce and 
usual- 
ures on 
alues in 
>praisal 
yrospec- 
er-pres- 
rease in 
o reflect 
e which 
ever, as 
mm pleted 
is liqui- 
actual 
be taken 


that the 
a situa- 
n better 
entered 
1 A CASE, 
-autions, 
-inciples, 


taken of 
value; 

taken on 
perating 


n should 
ylus and 
he credit 
as “Un 
e for Un 


COST ANALYSIS FOR HOSPITALS 


C. Rurus Rorem 


analysis which may be applied to 

hospitals are similar to those which 
are encountered in business enterprise. The 
measurement of the costs of products 
serves two purposes: To control the future 
expenditures for similar products (com- 
modities or services), and to compare the 
costs of the products with the income they 
produce. Whether or not the income can 
or should exceed the cost is a matter of 
policy. The methods of hospital cost ac- 
counting are not peculiar to these institu- 
tions, although there is a feeling at present 
among hospital administrators which is not 
unlike that expressed by managers of in- 
dustrial enterprises 30 years ago, namely, 
that a cost accounting system is a luxury 
and a nuisance, rather than a tool of con- 
trol. 

It is sometimes assumed that the output 
of a hospital is homogeneous, that all pa- 
tients receive essentially the same type cf 
service except for the external features, 
such as room furnishings, selection of food, 
amounting of nursing acre, and type of 
medical or surgical attention. But the 
activities of a modern hospital are varied 
in character, even in the care of in-patients 
(bed-patients). In addition, many hospi- 
tals carry on an extensive service of con- 
sultation and advice to out-patients (those 
who are able to be “up and about”). A 
very important by-product of these serv- 
ices is the education of physicians and 
nurses, the former spending at least one 
year as interns in some hospital, and the 
latter training for three years as students 
and apprentices. 

In-patients may receive three general 
classes of service which ordinarily are 
charged against the patient’s account as 
separate items. These three classes of 
revenue-producing services are board and 
room, diagnosis, and treatment. Board and 
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room includes the use of a bedroom, three 
meals per day, and a reasonable amount of 
bedside nursing care. Unusual amounts 
of nursing care are usually paid for “ex- 
tra,” either to the hospital or directly to 
a “special nurse.” Diagnosis includes the 
services of X-ray photography, basal 
metabolism, laboratory tests, etc. Medical 
treatment includes the use of such facili- 
ties as the operating room, physiotherapy 
delivery room, etc. None of these services 
include, of course, the advice and treat- 
ment by a private physician or surgeon. 

It has been customary in hospital re- 
ports to use a single unit (the-cost-per-in- 
patient-per-day) to represent the activity 
of the entire hospital. The name of this 
unit is frequently abbreviated *o “per- 
capita” cost, or “per-diem” cost. The 
“per-capita” cost is determined by first 
calculating the total expense of the hos- 
pital during a fiscal period, and then divid- 
ing this total by:the number of “in-patient- 
days” of service rendered. 

This cost unit is not only unsatisfactory 
in practice, but also indefensible in theory. 
In practice hospitals do not uniformly de- 
fine any of the factors which compose the 
figure called “cost-per-in-patient-per-day.” 
In the first place, there is no general agree- 
ment as to what properly constitutes an 
element of “cost”: whether, for example, 
depreciation and certain other overhead 
costs should be included. In the second 
place, there is no agreement as to what 
constitutes an “in-patient.” Some hos- 
pitals include new-born infants as in-pa- 
tients of the hospital; others do not. Some 
institutions include all persons who occupy 
patient-beds, such as relatives or friends 
who remain overnight before or following 
a serious operation. Finally, there is no 
agreement as to what constitutes a “day” 
of care. Some hospitals report as a “day” 
any fraction of a calendar day of patient- 
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care. Others recognize fractions in their 
calculations. 

Even if the per-diem cost could be de- 
fined adequately, it would still suffer from 
certain very important theoretical defects 
as an inclusive measure of hospital activity. 
In the first place, the out-patient care, a 
very important and often expensive service, 
bears no relation to the number of bed- 
patient days of care rendered by the hos- 
pital. In the second place, many of the 
diagnostic and therapeutic services ren- 
dered to in-patients are not affected by, 
nor proportionate to, the number of days 
of in-patient care. Some patients receive 
numerous diagnostic and therapeutic serv- 
ices; other but few. 

There is no one cost-unit which ade- 
quately describes all the various hospital 
services. There should be a separate cost 
unit for each main class of hospital service. 
The services of board and room and bed- 
side nursing may be expressed in terms of 
cost per in-patient day. Special diag- 
nostic and treatment services should be 
measured in terms of different units. The 
services of the X-ray department, for ex- 
ample, may be analyzed in terms of “tests,” 
the operating room in terms of “opera- 
tions” or “hours of use.” Measurement of 
the unit costs of the special types of serv- 
ices implies, of course, that full regard 
will be given to their indirect, as well as 
their direct costs. 

Hospital people are more or less gener- 
ally recognizing the fact that a hospital 
is more than a place to render hotel care 
and dietary supervision, in fact even more 
than a place to render complete diagnosis 
and therapy for illness requiring bed care. 
The medium-sized modern hospital of the 
present day is apt to carry on within its 
walls three separate yet interrelated func- 
tions (a) Medical care for bed-patients and 
to out-patients, (b) Medical education for 
physicians, nurses and the public, (c) 
medical research. This complexity of hos- 
pital activity underlies the fact that hos- 
pital management has begun to grow rest- 
less with the single-cost unit, “in-patient- 


day-of care.” These auxiliary or incidental 
functions of the hospital (an institution 
originally prepared as a refuge for bed- 
patients) have in some instance become 
very important phases of the com- 
plex activities of a hospital. Many of the 
out-patient departments treat in the 
course of a year more different patients 
than are. admitted to the rooms for bed 
care. Some hospitals are run primarily 
for the purpose of teaching undergraduate 
medical students the art and science of 
dealing with hospital patients. 

The broadened scope of modern hospital 
care is the natural outgrowth of the cur- 
rent methods of hospital financing on the 
one hand, and the special characteristics 
of hospital costs onthe other. Most of the 
fixed capital devoted to hospital service 
has come from the general public, either 
through voluntary contributions or 
through taxation. The author’s research 
into the capital investment in hospitals re- 
veals a total replacement value for 
American hospitals of approximately 
$3,200,000,000. Of this amount only about 
10 per cent is administered on a strictly 
“business basis,” that is, with a view to 
collecting from patients sufficient income 
to pay investors a substantial return on 
their investment. The remainder of the 
capital investment is about evenly divided 
between that furnished by various govern- 
mental] units through taxation, and by non- 
profit associations through voluntary con- 
tributions. These methods of financing 
hospital plant and equipment have resulted 
in the hospitals’ being considered as af- 
fected with a “public interest.” Demands 
have been made that their facilities serve 
the general public, as well as the patients 
receiving bed care within their walls. 

A second factor which has influenced the 


1There were in 1928, approximately 7,000 hos- 
pitals with adult-bed capacity of slightly in excess 
of 900,000. Although “proprietary hospitals” were 
very numerous in this group, the 2,500 of this type 
contained but a small percentage of the beds and 
the capital investment. There are about 1,800 
government hospitals with more than 550 thousand 
beds, and about 2,600 non-profit association hos- 
pitals with 250,000. 


sc 
he 
at 
T 
Pp 
te 
m 
fo 
t 
be 
eC 
pe 
b 
a 
e 
0 
Cé 
d 
ca 
ti 
C 
0 
to 
Ww 
| 
a 
m 
e 
di 
t 
is 
ti 
se 
C 
p 
b 
be 
N 
bi 
P 
ti 
se 
Dé 


ervice 
either 

or 
earch 
ls re- 

for 
iately 
about 
rictly 
ew to 
ncome 
rm on 
»f the 
ivided 
vern- 
y non- 
y con- 
ncing 
sulted 
is af- 
mands 
serve 
tients 


ed the 


D0 hos- 
excess 
were 
is type 
ds and 
t 1,800 
jousand 
yn hos- 


scope of hospital service is the fact that 
hospitalization as an industry is one char- 
acterized by exceedingly high fixed charges. 
The investment in a modern 200-bed hos- 
pital for general medical and surgical care 
tends to be at least one million dollars, 
making at the outset a substantial expense 
for interest and depreciation. In addition 
there are important expenses which must 
be incurred in order to hold the plant and 
equipment in readiness to serve prospective 
patients. Examples are expenses concerned 
with administration, heating, lighting, 
building repair and maintenance, meals 
and laundry for the nursing staff and lay 
employees. Most of these expenses vary 
only slightly with the number of patients 
cared for during a period of time. In ad- 
dition, the investment in medical and surgi- 
cal apparatus often is utilized only to par- 
tial capacity by the needs of bed-patients. 
Consequently, pressure has been placed up- 
on hospitals to find other uses for it. 
Most hospitals have given no attention 
to the problem of analyzing their expenses 
with a view to segregating the costs of the 
various hospital services. The American 
Hospital Association in 1921 recommended 
a uniform classification of accounts, with 
subdivisions of total expense based on ad- 
ministrative units. ‘The Department of 
Welfare of the State of Pennsylvania has 
established a formula for distributing in- 
direct expenses between the in-patient and 
the out-patient service. The allocation 
is carried further to segregate the in-pa- 
tient costs between those for private and 
semi-private room and those for “wards.” 
Certain individual hospitals in various 
parts of the country have attacked the pro- 
blem of allocating indirect expenses to the 
various revenue-producing services, such as 
board and room, X-ray, laboratory, etc. 
None have attacked systematically the 
broader problem of allocating total ex- 
penses among the various essential func- 
tions of medical care, education, and re- 
search, although limited experiments have 
been made in measuring costs of nursing 
education. 
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It is apparent from the foregoing facts 
concerning hospital services that any cost 
accounting “system” which is devised for 
hospitals must be one in which the total 
costs of the various services during a fiscal 
period are measured, and then divided by 
the units of service to determine “unit 
costs.” The relatively high overhead costs 
and the wide variation in the number of 
bed-patients cared for during a given fiscal 
period, make it difficult and well-nigh 
meaningless to establsh a method resem- 
bling the so-called job-order system in fac- 
tory cost accounting. 

The advantages of cost analysis are 
limited by the extent to which its purposes 
and chief methods are understood by hos- 
th superintendents, who stand midway 

tween the trustees and the hospital ac- 
countants. Many an ambitious hospital 
accountant has had his enthusiasm for cost 
analysis dampened by the insinuation that 
he was missing the real point of hospital 
administration, which was to render excel- 
lent medical service, not to earn a net profit 
for investors. It is, of course, a truism 
among forward-looking accountants that 
cost analysis does not necessarily result in 
the establishment of prices for services 
which will exceed their costs. 

The measurement of the costs of hospi- 
tal services is the first step in reducing ex- 
penditures or directing them into other 
channels. Comparison of the income and 
expense attaching to certain hospital serv- 
ices is prerequisite to assessing the costs of 
these services against the proper individ- 
uals or groups. It does not follow that 
these groups need in every case be the pa- 
tients receiving the services. Social policy 
may demand that certain costs be borne by 
the general public. Criticism has been di- 
rected against hospitals of late because of 
their inability to balance their budgets 
without public contributions. Much of this 
criticism would be answered if hospitals 
could make a clear-cut statement of the 
costs of the services they render and of the 
income received from the beneficiaries of 
these various services. 
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EFORE LOOKING at accountancy in 
B Germany, it will be advisable to 
consider bookkeeping briefly. The 
foundation of the bookkeeping employed in 
Germany is the system of double-entry de- 
rived from the Italian, Lucas Pacioli. Al- 
though numerous changes in this Italian 
bookkeeping method have appeared in Ger- 
many in the course of centuries, the orig- 
inal method is still used, especially by the 
smaller business enterprises where there 
are relatively few business events and where 
business on credit is small. Its character- 
istic is the small number of original entry 
books employed; there is only one and in 
it the items are entered in order of time, 
daily, directly, and singly. It appears in 
the form of the single original entry book 
in which the cash items are also booked. 

In addition to the “Italian Bookkeep- 
ing” a more widely used system is the 
“German Bookkeeping.” This system is 
striking on account of its arrangement for 
dealing with a great number of bookkeep- 
ing items and the possibility it affords for 
the greater distribution of labor. As a 
rule, the system recognizes the following 
original entry books: the cash-book, which 
exhibits the ready money transactions, the 
purchases-book for the purchases on 
credit, the sales-book for sales on credit, 
the day book for booking the other items, 
and, occasionally, the bank-book for the 
purpose of recording the banking con- 
nections. It is also a characteristic of the 
system that usually the collective day-book 
(summary journal) occupies a place be- 
tween the book of original entry and the 
ledger. From the collective day-book the 
items are entered into the ledger, as a rule, 
monthly, in a single item. 

The “French System is a further de- 
velopment of the German system. Here the 
distribution of labor is carried to such an 
extent that for every more important ac- 
count they open a separate book. The 
rise to the most discussion in bookkeeping 
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turnover totals of the special day-books 
are transcribed into the ledger monthly, 
The French system is much in vogue in the 
great banks. 

The “American System” is a form of 
bookkeeping which has been growing in use 
during the last few decades, and has given 
literature. Under this, we understand the 
form of bookkeeping in which the day- 
book items and the ledger items are entered 
together at one and the same time (colum- 
nar journal). The German bookkeeper 
employs this system very successfully, with 
numerous modifications from the Italian 
and German methods, especially in the 
banking business and the industrial enter- 
prises. 

Let us now consider what are the most 
assailable points of the German bookkeep- 
ing practice. The recording organization 
of business enterprises in Germany has 
made great progress especially in recent 
decades. With the improvement in the 
qualifications of the bookkeepers, the en- 
largement of the business enterprises and 
the multiplicity of their activities, it was 
necessary also to improve the accountancy 
of the enterprise. It is the universal 
opinion throughout the nation, that sys- 
tematic bookkeeping is not merely a nec- 
essary evil, but an indispensable and useful 
instrument in carrying on the enterprise. 
It must be acknowledged that the system- 
atic accountancy of Germany, with re 
spect to its extent and high level, occupies 
a very distinguished place in its interna- 
tional relationship. Business enterprises 
have changed their obsolete and clumsy 
bookkeeping organization for an economic, 
up-to-date method of recording. Natural- 
ly, however, we do not assert with this, 
that it would be a rare occurrence to find 
backwardness of accountancy in Germany, 
or that the difficulties mentioned below are 
only occasionally to be met within the bus- 
iness enterprise. 

In the bookkeeping arrangements, the 
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first group of defects usually presents it- 
self in the books of original entry. Either 
too few or too many such books are em- 
ployed, thus unduly condensing or diffus- 
ing the financial data. Some have sought 
to remedy the resulting difficulty of obtain- 
ing a survey of the situation by employ- 
ing the American tabular journal; but this 
also has been defectively introduced, for 
an excessive number of accounts are often 
placed together. It is inconvenient to 
work with such an excessively wide, tabu- 
lar journal, and this may easily be a source 
of mistakes ; the accounts of different kinds 
of transactions, running one next to the 
other, causes a disproportion, and this 
again is detrimental to the survey. 

Another source of difficulties lies in the 
account system. We do not always suc- 
ceed in fashioning this in such a way that 
it affords a survey of the enterprise, and 
it may not therefore be beyond criticism 
from the accountancy and budget calcula- 
tion point of view. Especially harmful 
effects are found in the so-called mixed ac- 
counts. These accounts, showing the prop- 
erty and profits in common such as goods 
account and the manufacturing costs ac- 
count, are very difficult to eliminate from 
the German practice. In this respect, the 
efforts of practice and theory are directed 
to condensing the mixed accounts into the 
least possible space. There is likewise an 
improvement in the systematic develop- 
ment of the auxiliary books and secondary 
records. At the preesnt time the system- 
atic record of current accounts, inven- 
tories, and such like evidences of assets, as 
well as records of expiring debts, are to be 
found in almost all German business enter- 
prises. 

Another much-discussed question in the 
German bookkeeping literature and one 
which is never solvable in a real sense, is 
the question of valuation of assets. The 
German literature has also very often dis- 
cussed, naturally without arriving at any 
final or successful result, the problem of 
correct inventory values, and has compared 
original cost, current replacement cost, 
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selling price, and future replacement cost. 
Without referring to the extensive and 
complicated literature on the subject, we 
would only mention that, with regard to in- 
ventory taking, the prescription of the 
Law (German Commercial Law, Sec. 40) 
attempts to solve the problem of valuation 
with the following laconic provision: “The 
whole of the assets and liabilities are to be 
taken up in the inventory at the value they 
have at the time of taking the inventory.” 

In regard to the calculation of costs, 
Germany cannot show developments en- 
tirely similar to those in bookkeeping. Ger- 
man merchants and manufacturers have 
not always attached the necessary impor- 
tance to cost accounting in connection with 
business rationalism. In determining the 
price of goods, attention was not generally 
paid to net costs, but almost exclusively 
to the market prices and the prices of com- 
petitors. Profit was calculated by deduct- 
ing from the selling price as a whole the 
actua! or only the customary. expenses and 
the original cost of the goods. The sell- 
ing price was not calculated in advance by 
the average German merchant. He did not 
follow the correct method of adding to the 
purchase price of the goods the costs of 
buying the goods, the general expenses, or 
the costs incurred in selling, thus to arrive 
at the profitless, full net-cost price. Sup- 
ported especially by the English-American 
example, in Germany also they are coming 
to see that a calculation on the basis of net 
cost renders the enterprise, to a certain 
degree, independent of the market situa- 
tion and of competitors—a circumstance 
which is suited to the increase of its own 
internal security and the systematic con- 
duct of the business. 

So much for bookkeeping. It is now in- 
tended to look at accountancy, especially 
in its relation to management. 

Accountancy lies at the core of the Ger- 
man science of business management. Un- 
der the expression “Accountancy” (Rech- 
nungswesen) we understand not only book- 
keeping in the stricter sense of the term, 
but also budget preparation and business 
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statistics. Accountancy therefore is the 
totality of all those administrative imstru- 
ments of a planning, registering, regulat- 
ing and controlling character which indi- 
cate. the consumption of the property of 
the business enterprise and the results 
achieved in quantity and value. 

In business we see three factors work- 
ing in cooperation: persons, material ob- 
jects, and values. With these three fac- 
tors the German science of business man- 
agement naturally occupies itself exhaus- 
tively, but perhaps most of all with values 
and with the study of the circulation of 
values. This is also natural, because the 
movement or circulation of values extends 
to the oldest part of the science of busi- 
ness management, to the sphere of book- 
keeping, registration and calculation. The 
characteristic of most vital importance to 
the business is the traffic of values, the 
movement of values, different in kind and 
effect, which goes on in the life of the 
business. On the great stream of values 
and on the different directions and side cur- 
rents of this stream, depend the life and 
development of the business. 

Having recognized the importance of the 
circulation of values and the work per- 
formed by the business, let us observe how 
the circulation of values develops and pro- 
ceeds. The first step is the acquisition of 
capital, or property to be used in the busi- 
ness. Then follows. the exploitation of the 
acquired energies and, finally, the placing 
on the market of the product which the 
business has brought forth by its work. As 
time proceeds, there appears a current of 
counter value flowing back into the busi- 
ness in consequence of which the energies 
used up in the business are replaced by new 
energies. In this manner, that is with the 
return current of the counter value, the 
continued working of the business, the repe- 
tition of the process, the production and 
realization of values is assured. 

But parallel with the processes here 
sketched, there runs also another group of 
phenomena, and this is the distribution of 
the income in the shape of wages and other 
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personal emoluments. This distribution 
begins even before there is an income or 
when the income is not yet realized. This 
distribution of income signifies a new 
movement of values, which proceeds not 
only within the business itself but also be- 
tween the different businesses. More pre- 
cisely, the distribution is effected in such 
a manner that there are separated from 
the income, the profit of the owner of the 
business, the interest on the capital, and 
the sums which are contractually due to all 
the participants in the business. This last 
mentioned group is usually the first to re- 
ceive the settlement of its claims out of the 
income, even when the latter is not yet fully 
realized. Until the realization is com- 
pleted, the risk is borne by the owner of 
the business (by his capital). The process 
of the distribution of the income is not 
closed when the income comes to those who 
are entitled to receive it and employ it for 
nourishing other businesses and not the 
particular business from which it was 
derived. On the nature of the distribution 
of the income depends the purchasing ca- 
pacity and power of men, on this depends 
the realization on the market of the work 
accomplished by the business and, finally, 
the life of the business. Thus, those values 
which have flowed out of the business 
(goods or capital) return through the 
market into the business. This, therefore, 


is the second important movement of | 


values. It is desirable that as great a pro- 
portion of the income as possible shall come 
out of the business into the market, so long 
as this proportion of the income does not 
starve the financial resources of the busi- 
ness. 

These economic considerations show that 
the responsibility of accountancy to busi- 
ness management is more important than 
the records of bookkeeping alone could be. 
In this connection the science of the balance 
sheet plays an important part. This comes 
in for next consideration. 

In the science and construction of the 
Balance Sheet the German literature recog- 
nizes two theoretical groups of questions 
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of considerable importance. The one con- 
sists of the more recent valuation theories: 
the static, dynamic, and organic concep- 
tions; the other, the group of fundamental 
principles of balance sheet construction: 
genuineness of the statement, statement 
clarity, continuity, unity, etc. 

The problem of balance sheet theory is 
of even greater importance, from the gen- 
eral scientific standpoint of business man- 
agement science. It has given rise to im- 
passioned and extensive scientific contro- 
versies, which have not yet ended, regard- 
ing principles which are important not 
only from the standpoint of balance sheet 
science, but also from the standpoint of 
the common questions of the entire science 
of business management. 

Of the three concepts mentioned above, 
the static conception is the oldest. Its vo- 
taries are jurists (also the Commercial 
Law) and the ancient mercantile tradition. 
According to this conception, the object of 
the balance sheet is the determination of 
the assets. As such, the static balance 
sheet is a safety-controlling instrument, 
from the standpoint of the creditor. There- 
fore it is not permitted to include profits 
not yet acquired (German Commercial 
Law, Sec. 261), but it is permitted to in- 
clude unrealized losses. From the compari- 
son of the net assets of the balance sheets 
established at two different points of time, 
we obtain the net profit. Although the 
static conception of accounting also rec- 
ognizes the importance of the calculation 
of profit and loss, it rather treats this only 
as a by-product of property determination. 
The chief defect of the static theory is that 
it does not correctly grasp the statement 
of profit and loss. The principle cannot 
hold that the enterprise is worth only the 
sums of the individual assets after the lia- 
bilities have been deducted, for there is a 
total business value differing from the 
value thus calculated, which is not the 
value of the parts of the business but the 
counter value of the business as a collective 
organization [ going concern value]. 

The originator of the dynamic theory of 
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accounting (1919) is Professor Schmalen- 
bach of Cologne. According to this view, 
the object of the balance sheet is not the 
determination of the value of the assets, 
but the ascertainment of the profit and the 
measurement of activity. In compiling the 
dynamic balance sheet the initial step is to 
calculate the used-up values and the incom- 
ing values (Auswands-und Leistungrsech- 
nung). The balance sheet is subordinated 
to the statement of results, and loses the 
independence and precedence which char- 
acterize it under the static conception. The 
dynamic balance sheet, accordingly, con- 
tains only the complementary, transitory 
items. In place of “assets” are the things 
which are to be used up at a later date 
(Vorleistungen); in the place of the lia- 
bilities appear the “Nachleistungen,” that 
is, those obligations of the business enter- 
prise which, at a later date, will become 
things of achievement in the business.* The 
balance sheet does not arise from an inven- 
tory, but from the comparison of accounts 
(Kontengefiige) and the calculations of 
things used up and of things coming in. 
The dynamic balance sheet works with the 
original costs. In consequence of the 
movement of values, the periodical, con- 
junctural profits and losses appear in the 
group of goods, securities, and invested 
property. These losses and profits correct 
the acquisition prices. The dynamicists 
estimate the “eiserner Bestand” (iron 
stocks )—under which is to be understood 
the stock of goods and material absolutely 
necessary for the working of the business 
—at a very low value, in order that the 
value fluctuations caused by the market 
may not lead to profits or to losses. 

In contrast with the statistics and dy- 
namicists stand the dualists, the votaries 
of the organic conception. This school of 
thought was founded by Professor F. 
Schmidt of Frankfort University. The 
fundamental principle is that the statement 
of assets (balance sheet) and the calcula- 


*That is, all assets are species of deferred 
charges and all liabilities are obligations to perform 
future services. (Editor) 
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tion of results (income statement) are of 
equal importance and the two constitute a 
natural unit. The organic balance sheet 
of Schmidt and his adherents is, as a mat- 
ter of fact, the balance sheet of inflation 
times. It endeavours to establish princi- 
ples which obtain also in the time of dimin- 
ishing currency value, that is, in the time 
of inflation. The organicists emphasize 
the principle, that only the value of ob- 
jects must be included in the balance. It 
is only permitted to distribute profit, if 
the distribution does not disturb the sub- 
stantial reserves of the enterprise. For 
the determination of results—in view of 
the fluctuation in the value of goods—the 
employment of original cost is not suitable. 
Instead of this values on the day when the 
balance sheet is constructed must be em- 
ployed. The profit derived from the sales 
is given by the difference between this cur- 
rent replacement price and the selling 
price. The difference between the acquisi- 
tion price and the selling price (reckoned 
with relation to the preparation of the 
balance sheet) is to be excluded from the 
calculation of the income, for this differ- 
ence only causes a change in the value of 
the business assets. We carry over the 
difference—as a correcting item—to the 
account of the enterprise’s own capital. In 
this way we have shown the fluctuation in 
the purchasing power of the enterprise’s 
own capital. In preparing the balance 
sheet, we must reckon with the same values, 
viz., the current values of the day of the 
statement. In this way we obtain the cor- 
rect figure for the profit arising from sale, 
and we can eliminate the acquisition price 
differences. With the employment of the 
organic process, production and consump- 
tion can be immediately followed with pre- 
cision, and the disparities between produc- 
tion and consumption, manifested in eco- 
nomic crises, can be excluded. Economic 
crises are, in great part, attributable to 
the circumstance that the enterprises do 
not publish a faithful picture of them- 
selves, but give false data in consequence 
of incorrect calculations of profit. 
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The above mentioned balance sheet 
theories have numerous variations, but 
these are of minor importance. The pro- 
longed and lively debates and scientific re- 
search which have arisen in connection with 
these theories have exercised a fruitful in- 
fluence on the development of the German 
science of business management. We be- 
lieve it is safe to assert that these advan- 
tageous factors will work still more effec- 
tively in the future. Time is necessary for 
these principles to ferment and cooperate 
in the further development of business 
management problems and views. The 
static, dynamic, and organic conceptions 
of accounting do not differ in point of 
logic, nor does there exist among them any 
objective antithesis. The three principles 
are situated in the planes of action 
(static), reaction (dynamic), and newer 
action (organic). The same expression, 
the same solution, can be constructed for 
each of the three thoughts. It is a fact 
that, at the present day, not one of the 
theories in itself is complete and unexcep- 
tionable. It cannot be doubted that the 
static conception is, to a certain degree, 
one sided, because it does not attach im- 
portance to the determination of the re- 
sults. It is a decided defect of the dynamic 
principle that it sacrifices the balance sheet 
and its earlier, internally developed classi- 
fication, in the interest of the statement of 
results. On the other hand, in the case of 
the organic theory—the dualistic theory 
—there are many who cannot dispel the 
doubt as to whether it may be possible for 
the single business enterprise and the single 
accountancy completely to carry out, at 
one and the same time, the two objects of 
determining the correctly valued assets and 
calculating the correct profit. 
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COMMENTS ON THE DEFINITION OF 
EARNED SURPLUS 


J. B. Hecxert 


N SEPTEMBER 10, 1929, the special 

() committee of the American Insti- 

tute of Accountants on definition 

of earned surplus submitted its report to 
the Council of the Institute. 

This report was subsequently sent to all 
members and associates of the Institute and 
given somewhat general publicity. The 
Council of the Institute has been careful, 
however, to emphasize the fact that this 
report is not an officially adopted expres- 
sion of the Institute but has been dis- 
tributed instead for the purpose of secur- 
ing constructive comment. 

The concluding paragraph of the report 
indicates the desire of the committee to re- 
ceive comment and opinion concerning the 
report. In view of this expression on the 


part of the committee and the widespread 


interest in the report, the committee of the 
A.A. of U.I. in A. on cooperation with 
the Institute has requested a number of in- 
structors in accounting to comment on the 
report. 

The resulting comments center about the 
following points: 

1. The inclusion of profits arising from 
the sale of fixed assets as earned surplus. 
The committee would permit this, provided 
however that disclosure should be made in 
the year of the transaction. 

2. The use of the income concept in the 
definition rather than the balance sheet 
concept. 

8. The inclusion of profits arising from 
the sale of treasury stock as earned sur- 
plus rather than as capital surplus. The 
committee would include such profits as 
earned surplus, provided huwever that dis- 
closure must be made. 

4. The affect on earned surplus of re- 
capitalization for the purpose of eliminat- 
ing good will. 

5. The question as to whether a trans- 
fer from revaluation surplus to earned 


surplus should be made for the excess de- 
preciation computed on the appraisal 
values. 
6. Terminology of the definition. 
The text of the report and the individual 
comments follow: 


REPORT OF SPECIAL COMMITTEE ON 
DEFINITION OF EARNED SURPLUS 


As reported under date of September 
10, 1927, your special committee on the 
definition of earned surplus found from an 
examination of the statutes of the various 
states governing the payment of dividends 
that, by reason of lack of uniformity and 
uncertainty of the interpretation of am- 
biguous provisions, the present laws fur- 
nish no satisfactory basis for the definition 
of earned surplus available for dividends; 
and from a study of the procedure fol- 
lowed by accountants in their certificates 
and reports, that there is a distinct lack 
of uniformity among the members of the 
profession. 

Your committee, therefore, recommended 
that it be authorized to prepare and sub- 
mit to the members of the Institute a ques- 
tionnaire designed to furnish a basis for 
the recommendation of standard practice 
relating to the presentation of surplus ac- 
counts. The replies to this questionnaire 
indicate a rather wide divergence of opin- 
ion on many of the questions submitted, 
but after a study of the replies, due con- 
sideration having been given to the ma- 
jority opinion that seemed to be expressed 
as well as to the apparent intent of the 
replies, your committee recommends the 
following definition of earned surplus, to- 
gether with certain collateral definitions 
and a standard of practice in the presenta- 
tion of surplus accounts. 


DEFINITION OF EARNED SURPLUS 


Earned surplus is the balance of net 
profits, income and gains of a corporation 
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from the date of incorporation (or from 
the date of recapitalization when a deficit 
was absorbed by a reduction of the par or 
stated value of the capital stock) after de- 
ducting losses and after deducting distribu- 
tions to stockholders and transfers to capi- 
tal-stock accounts when made out of such 
surplus. 
COLLATERAL DEFINITIONS 

Surplus in its broadest sense is the 
amount of the stockholders’ equity in a 
corporation in excess of that represented 
by capital-stock accounts. Capital sur- 
plus comprises paid-in surplus, donated 
surplus and revaluation surplus—that is, 
surplus other than earned surplus. Paid- 
in surplus is the amount received from the 
sale or exchange of stock in excess of the 
par or stated value thereof and includes 
surplus arising from a récapitalization. 
Donated surplus includes donations by 
stockholders or others of cash, property 
and capital stock. Revaluation surplus is 
the appreciation recognized as arising from 
the appraisal of fixed assets. 

The unqualified terms “surplus” and 
“capital surplus” are not recommended as 
adequate captions for balance-sheet pur- 
poses. 


STANDARD PRACTICE IN PRESENTATION OF 
SURPLUS ACCOUNTS 

Profits arising from the sale or other 
disposition of fixed assets or from the re- 
sale of the corporation’s own capital stock 
(not including donated stock) are properly 
included in earned surplus. A disclosure, 
however, should be made in the year of the 
transaction when the amounts appear to be 
relatively significant. 

Extension and improvement reserves, 
reserves for the retirement of corporate se- 
curities and other appropriated earned- 
surplus items, although not available for 
distribution to stockholders, are properly 
shown as subdivisions of earned surplus on 
the balance-sheet. Where it is provided 
that retirements of a preferred stock or 
bond issue are to be made “out of earn- 
ings” and where it is the intent of the pro- 


vision that earnings of an equivalent 
amount are to be retained in the business, 
such earnings should be segregated and dis- 
tinguished on the balance-sheet from unap- 
propriated earned surplus. 

Earned surplus is not properly consoli- 
dated with capital-stock accounts on the 
balance-sheet without specific corporate ac- 
tion authorizing such procedure. 

Where dividends, losses and expenses 
(other than organization expenses, un- 
amortized discount on a bond issue retired 
under a plan of recapitalization, commis- 
sions and discounts on sale of capital stock 
and amounts paid in the purchase of capi- 
tal stock in excess of the par or stated 
value thereof) are charged against capital 
surplus a disclosure should be made. 

Where a corporation states its fixed 
properties on the basis of appraisal values 
which exceed the former book values, de- 
preciation computed on the appraisal 
values should be charges against operations 
and no transfer from revaluation surplus 
to earned surplus should be made. The 
necessity for this procedure is emphasized 
where the appraisal and the surplus created 
as a result thereof have formed a part of 
the representations made in connection 
with an issue of securities senior to the 
common stock still outstanding, or where 
the corporation has in any way legally or 
morally obligated itself to maintain the 
assets at their increased valuation out of 
earnings. 

Surplus of a subsidiary corporation ac- 
cumulated prior to the date of the acquisi- 
tion of its stock by a parent corporation 
is not a part of consolidated earned sur- 
plus. A dividend declared out of such sur- 
plus by a subsidiary is applicable by the 
parent corporation as a reduction of its 
investment in the subsidiary. 

Occasions will arise where the practice 
as herein set forth cannot be strictly com- 
plied with, due to conflict with state laws 
and with agreements between a corporation 
and its bankers or investors. In that event 
the problems of providing for adequate dis- 
closures in the balance-sheet are involved 


's 
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and necessarily must be dealt with accord- 
ing to the special factors presented in each 
case. A disclosure may be general or spe- 
cific and it may be limited to the year of 
the transactions or continued, according 
to the relative amount and significance of 
the item. 

W. S. Kress, Washington University, 
I am glad to comment upon the definition 
of “earned surplus” submitted by a com- 
mittee of the Institute. It is my opinion 
that the definition, together with the col- 
lateral definitions, represents by far the 
best statement ever made regarding sur- 
plus. Although it would be desirable 
to have a complete elaboration of the ideas 
expressed so that no misunderstandings 
would occur, I believe that as a definition, 
taken as a definition and subject to certain 
vagueness inevitable in all instances of de- 
finitions, that it fully meets the require- 
ments. I sincerely hope the Accounting 
profession will adopt this definition. I 
congratulate the committee for doing an 
excellent piece of work. 

R. Emmett Taytor, University of Cin- 
cinnati. The only criticism that I have 
to make of the definition of Earned Sur- 
plus pertains to the word “gains” in the 
first line. I am not sure of its meaning. 
Suppose, for example, one should sell an 
asset for more than its cost. It seems to 
me that the excess would be a gain, but it 
certainly would not constitute earned sur- 
plus. I have no comment to make on the 
remainder of the definition. 

A. C. Lirriteton, University of Illi- 
nois. It will be difficult to settle upon a 
definition of earned surplus until surplus 
is itself first defined (for the former is but 
a portion of the latter) and until the na- 
ture and definition of profit or realized in- 
come be described (for earned surplus is 
as inescapably associated with realized in- 
come as it is with surplus). Furthermore, 
it will be difficult to define either surplus or 
income until consideration has been given 
to the nature of corporate capital stock 
(for questions of surplus arise only in 
connection with corporations). 
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Is corporate capital stock any arbitrary 
figure stated in the charter or selected by 
the directors as an indication of the pro- 
tective margin contributed by share hold- 
ers in lieu of unlimited liability, or is it the 
whole of whatever property was paid in? 
Is profit, or net income, to be considered 
as the increment in the value of the whole 
of the property in a given length of time, 
or as the net proceeds which is the conse 
quence of managerial skill in keeping the 
cost of producing the return somewhat be 
low whatever gross return is afforded by 
market conditions This is not the time 
or place to follow out these important pre- 
liminary definitions. But a sequence of 
definitions would undoubtedly add to the 
clearness of the thought expressed in the 
final definition. A good sequence would 
be: Corporate capital stock, surplus, profit 
and finally, earned surplus available for 


dividends. 


In the definition as phrased by the In- 
stitute Committee, the long parenthetical 
clause detracts very greatly from the power 
of the definition to convey a clear-cut 
thought. If this alternative clause is held 
to be indispensable it should follow the 
definition proper in a collateral sentence. 
In another collateral sentence a brief defini- 
tion should be given to show the sense in 
which “profits, income and gains” are 
used. It is also suggested that the verb 
“measures” be used in these definitions 
where possible in place of the verb “is”— 
this to indicate the fact that surplus is not 
a thing of itself but rather a certain as 
pect of assets. 

Following this last idea, the Commit- 
tee’s “collateral definitions” might be 
changed as follows: 


“Surplus in its broadest sense is an adjunct 
to capital stock accounts designed to 
measure the amount of the stockholders’ 
equity 

“Paid in surplus measures the amount re 
ceised 


“Revaluation surplus measures the apprecia- 
tion ete.” 
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It is also suggested that the short para- 
graph about balance sheet captions be 
shown under the “Standard Practice” sec- 
tion of the report. 

Having in mind the above comments, the 
following definition of earned surplus is of- 
fered as incorporating some of the points 
mentioned : 

Earned Surplus is the quantitative rep- 
resentation or measure of that portion of 
the assets obtained from any type of real- 
jzed income, which has been retained in 
the business without being permanently 
dedicated as undistributable investment by 
a formal transfer to capital stock account. 

In this definition, “quantitative repre- 
sentation” conveys the idea that surplus 
is itself an abstraction and is related to 
concrete things only by definition and 
usage—“that part of the assets” indicates 
that surplus is a function of assets and 
that earned surplus is only a part of a 
larger whole—“from any type of realized 
income” names the only possible source of 
earned surplus, yet states that source 
broadly enough to cover the profits and 
gains as named separately in the Commit- 
tee’s definition (see Terminology Report in 
the Journal of Accountancy, July, 1922, 
for “income” )—“which has been retained 
in the business” further qualified “that part 
of the assets” since some of the income-pro- 
duced assets may have been paid out as 
dividends, and takes the place of the phrase 
“from the date of incorporation” in the 
Committee’s definition—“without being 
permanently dedicated . . . . etc.” makes 
it clear that not all of the retained assets 
from income sources constitutes the basis 
of earned surplus, for some assets may be 
retained and made unavailable by stock 
dividend. 

W. A. Patron, University of Michigan. 
An alternative definition, which has some 
advantages, can be stated as follows: 

Surplus is the excess of net book values 
of assets over the net amount of the capi- 
tal stock accounts, including all classes, 
plus the net stated value of all liabilities. 
Earned surplus is that portion of total sur- 
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plus resulting from accumulation of net 
income or profit in the generally accepted 
meaning of the term. 

Another possible statement is the fol- 
lowing: 

Surplus is the excess of the net balance 
of all accounts (capital stock in its sev- 
eral phases, revaluation credits, true re- 
serves, deficit or undivided profits) which 
display the stockholders’ interest, includ- 
ing all classes of stock, over the net bal- 
ance of the capital stock accounts, all 
classes. Earned surplus is that portion of 
total surplus resulting from accumulation 
of net income or profit. 

The definition of the Committee seems to 
me to be essentially sound. I don’t believe, 
however, that it is made clearer or more ef- 
fective by the referenc to date of incor- 
poration or recapitalization. Further, the 
body of the definition might well include a 
definition of total surplus and a reference 
to such matters as discount on stock. The 
definition, in my judgment, should be 
couched primarily in terms of the balance 
sheet in repose, assuming reasonable and 
accurate accounting for property and in- 
come, rather than in terms of a series of 
income statements. As the definition stands 
its whole content hinges on whatever con- 
ception of income may be implied, without 
any support whatever from orthodox con- 
ceptions of assets, liabilities, and capital. 

G. H. Newtove, The University of 
Texas. The definition of earned surplus 
is splendid. 

The collateral definitions are faulty in 
that capital surplus should not include re- 
valuation surplus. Corporate surplus 
should be divided into three classes: 

Earned out of which dividends are or- 
dinarily expected to be paid. 

Capital out of which dividends can be 
paid only of special disclosure is made. 

Revaluation out of which non-stock divi- 
dends cannot be paid at all. 

The standard practice summary is ex- 
cellent except that profits from the sale of 
treasury stock should be regarded as capi- 
tal surplus instead of earned surplus. The 
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difference between a sale of unissued stock 
and a sale of treasury stock is strictly 
legal. 

C. Rurvs Rorem, Committee on Cost 
of Medical Care. Three features of the 
report on earned surplus impress me fa- 
vorably. (1) Earned surplus may arise 
from any type of business transaction in- 
cluding the sale of fixed assets. Obviously 
a company “earns” its surplus by any legi- 
timate and profitable business transaction. 
(2) Depreciation on appreciated values 
should be charged against operations and 
not transferred directly from the valuation 
surplus to earned surplus. If the appre- 
ciated values are reduced without being 
charged to the operating accounts an im- 
portant cost factor is overlooked. (3) 
The recommendations of the Committee 
are made in the full knowledge of the fact 
that they might conflict with local legisla- 
tion and individual contracts. The defini- 
tion of earned surplus is a matter of cor- 
rect economic analysis and is properly seg- 
regated from the specific conditions which 
must be met in putting it into effect. 
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D. J. Hornsercer, Ohio Wesleyan Uni- 
versity. As a whole, I am well pleased 
with the definition as given, though I be 
lieve certain interpretations and definitions 
must be added to those given in order to 
clearly include certain types of problems. 
There are two vulnerable points in the 
definitions which I believe merit a little 
further attention and interpretation. 

In the first place, a definition by the com- 
mittee of “net profits, income, and gains” 
might well be added to the collateral state 
ment for purposes of clearness. I believe 
that many individuals interested in a 
definition of “earned surplus” will part 
company on this point. 

My second criticism centers around that 
part of the definition included in the paren- 
thesis and the phrase “after deducting 
losses.” I believe these sections of the defi- 
nition are inadequate for certain types 
of problems and conditions. In order to 
make my point clearly, I present the fol- 
lowing situations. Company A has the 
following balance sheet as of January 1, 
1929. 


BALANCE SHEET 
of Company A as of January 1, 1929 


$15,000,000 


Capital Stock (Par $100) 
Earned Surplus 
Liabilities 


$15,000,000 


The directors wish to eliminate the good- 
will item from the books, and take the 
proper action, which is approved by the 
stockholders, to change the $100 par stock 
to no par stock, and they set a stated 
value on the latter of $5 per share. They 


also instruct the corporate officials to write 
the goodwill off through charges to the 
surplus arising from the restatement of the 
capital account. The balance sheet pre- 
pared by the corporation reflecting these 
changes as of January 1, was as follows: 


BALANCE SHEET 
of Company A as of January 1, 1929 
(After Recognition of Subsequent Change in the Stated Capital Account and the Elimination 
of all Goodwill.) 


Assets $10,000,000 


$10,000,000 


Capital stock (No Par) 75,000 shares at 
$5.00 

Surplus Arising from Reduction in 
Stated Capital 

Earned Surplus 

Liabilities 


(: 


j 
e 
375008 
2,175,000 
2,500,000 
5,000,000 
$10,000,000 


Uni- 
eased 
I be- 
tions 
er to 
lems. 
1 the 
little 


com- 
rains” 
state- 
elieve 
in a 
part 


d that 
paren- 
ucting 
1e defi- 
types 
der to 
he fol- 
as the 
ary l, 


follows: 


The Definition of Earned Surplus 


In such a case as above are not the fol- 
lowing interpretations or changes advis- 
able? 

(1) Is, under the Committee’ defini- 
tion, the account “earned surplus” prop- 
erly so-called? 

(2) If properly so-called, should not 
the phrase “after deducting losses” be in- 
terpreted? 

(3) If not properly so-called, is not 
the definition of the Committee too narrow, 
and in need of elaboration? 

Eart A. Saurers, Louisiana State Uni- 
versity. General definitions are useful in 
the sense that general outlines are useful. 
They must be qualified and limited when 
applied to specific cases. Any classifica- 
tion of accounts, to be satisfactory, must 
be syncronized with the transactions and 
processes to be recorded and the interpre- 
tations which are desired. 

The justification for setting up an ac- 
count entitled “Earned Surplus” must 
exist in the utility which such an account 
possesses. Utility is what justifies an In- 
ventory Account or an Accounts Receivable 
account. Certain items of current assets 
are excluded from Inventory account be- 
cause they do not perform the function of 
inventory items. 

The function of the Accounts Receivable 
account is to express the sum of custom- 
ers’ obligation on open account, hence 
other items are excluded. 

The function of the Inventory account 


Uses 


(a) Pay cash dividends 

Pay stock dividends 

Provide reserves for expansion 

Provide reserves for contingencies 
(b) Pay cash dividends 

Pay stock dividends 

Provide reserves for expansion 

Provide reserves for contingencies 
(c) Provide reserves for expansion 


(d) 
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is to express the amount of materials held 
for sale, or for consumption in manufactur- 
ing processes. Anything not so usable is 
excluded. 

What is the function of the Earned Sur- 
plus account? Is it to show what sum is 
available for dividend distribution? 

Is it to show the excess of net worth 
over the part value of capital stock? 

If neither of these (and objection will 
easily be found to both), can earned sur- 
plus be said to possess any single well-de- 
fined function? 

The origin of the items that comprise 
surplus is ascertained by a study of the 
credits to Surplus account ; the disposition 
made of surplus is ascertained by a study 
of the debits to Surplus account. There 
exists a significant relationship between 
these credit and debit items in the sense 
that credits carried to a given division of 
surplus must be determined with a view to 
their ultimate disposition through debits. 
Merchandise is purchased and charged to 
Purchases account with a view to its ulti- 
mate disposition. Why should not the di- 
vision of Surplus account to which a given 
item is carried be made to depend just as 
surely on the disposition that is to be made 
of it? 

The solution consists in a correct clas- 
sification and coordination of the sources 
and uses of items of surplus. Those listed 
below are not exhaustive, but are intended 
merely to indicate the method of procedure. 


Sources 


(a) Operating net profit (accrues when title passes 
or transaction is closed) 


(b) Non-operating profit (accrues when title 
passes or transaction is closed) 


(c) Sale of capital stock at a premium 
(d) Revaluation of capital assets 


It would appear reasonable to limit 
earned surplus to that arising out of closed 
transactions, and to define it by so stating 


its origin and the uses to which it may rea- 
sonably be put. To repeat, the above is 
not intended as an exhaustive or even an 


| 

7,500,000 

2,500,000 
5,000,000 

5,000,000 

o write 

to the 

t of the 

et pre 

ation 

2,175,000 

2,500,000 

5,000,000 
$10,000,000 


174 The Accounting Review 


adequate discussion, but simply to suggest 
a method of procedure that will enable us 
to get beyond the discussion of generali- 
ties. 

The committee’s statement that, “where 
a corporation states its fixed properties on 
the basic of appraisal values which ex- 
ceed the former book values, depreciation 
computed on the appraisal values should 
be charged against operations and no 
transfer from revaluation surplus to 


earned surplus should be made,” should 
certainly be given careful consideration be- 
fore being sanctioned. The justification 
stated for so doing is that the corporation 
may have obligated itself to maintain assets 
at their increased valuation out of earn- 
ings. But there are other ways of doing 
this, one being to set aside a reserve out of 
earned surplus, a common method of f- 
nancing projects necessitating the invest- 
ment of additional capital. 


a 
j 


ACCOUNTING IN COLLEGIATE SCHOOLS 
OF BUSINESS 


L. L. Brices 


CCOUNTING IS RECOGNIZED as one of 
A the basic tools of quantitative 
measurement essential to the prop- 
er control of business and the accurate 
analysis of its problems and as such is 
generally considered to be a fundamental 
subject in the professional training for 
business administration. The rapid de- 
velopment and increased complexity of 
modern business have been accompanied by 
an augmented demand for trained account- 
ants which is being supplied, in the main, 
by the universities, colleges, and correspon- 
dence schools. The following study has 
been made with the purpose of determin- 
ing what the members of the American As- 
sociation of Collegiate Schools of Business* 
are doing to further education in account- 
ing. 

"That collegiate schools of business are 
fairly uniform in the statement of the ob- 
jectives sought in their accounting work 
will be shown by statements of representa- 
tive institutions. The chief purpose of 
the courses at Dartmouth is: 


. to present accounting as an adminis- 
trative agency of the highest order. Particu- 
lar emphasis is laid upon the interpretation of 
accounting results. At the same time instruc- 
tion is planned to give students a working 
knowledge of technical accounting terms, 
methods and records. By this means the work 
is adapted to the needs of students who as- 
pire to the profession of accounting, as well 
as to the needs of those who are preparing 
for other fields of business.” 

* The membership of this organization consists of 
the following universities and colleges: Alabama, 
Boston, California, Chicago, Cincinnati, Columbia, 
Dartmouth, Denver, Florida, Georgia School of 
Technology, Georgia, Harvard, Illinois, Indiana, 
Iowa, Kansas, Kentucky, Marquette, Michigan, 
Minnesota, Missouri, Nebraska, New York, North 
Carolina, North Dakota, Northwestern, Ohio, Okla- 
homa, Oregon, Pennsylvania, Pittsburgh, Southern 
California, Stanford, Southern Methodist, Syracuse, 
Texas, Tulane, Virginia, Washington and Lee, 
Washington University, Washington, and Wiscon- 
sin. 


Denver prepares for general business, for 
the practice of public and private account- 
ing and for the C.P.A. examination. Ne- 
braska provides “such training as is essen- 
tial to the general business executive,” and 
gives “instruction in theory and practice 
necessary to those who expect to specialize 
in this field, with a view of becoming either 
public accountants or private accountants 
with large corporations.” Southern 
Methodist goes further by saying that its 
accounting work “is designed to meet the 
needs of those persons who are preparing 
for public accounting, the teaching of ac- 
counting, or for positions as accountants 
in financial or business establishments.” 
The reader may be interested in the 
courses and their content. Several insti- 
tutions, among which are Boston, Georgia 
School of Technology, Illinois, North Da- 
kota, New York, and Syracuse, offer a 
preparatory course for the student who 
has had no work in bookkeeping. Gener- 
ally it is a one-semester course carrying 
two or three hours credit but Illinois, and 
New York allow no credit for it. The con- 
tent of the course at Boston follows: 


“The functions and classification of ac- 
counts; the theory of debit and credit; the 
principles of double entry bookkeeping; the 
method of recording business transactions in 
books of double entry; posting, and the trial 
balance. 

“The development of bookkeeping records, 
ones journals, and subsidiary ledgers. 


“Simple statement procedure, the use of the 
working sheet, simple adjustment and clos- 
ing entries. .... 


The schools which do not offer this pre- 
paratory course cover the fundamentals of 
bookkeeping in elementary accounting or 
require satisfactory evidence of the com- 
pletion of high school bookkeeping for ad- 
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mission to the initial course in the account- 
ing curriculum. 

Every collegiate school of business offers 
a course of elementary accounting which 
usually takes a year to complete and car- 
ries from three to five hours credit per 
semester. Although the content varies to 
some extent among the institutions em- 
braced in this study, the course as given 
at Columbia may be considered fairly rep- 
resentative: 


“The subject matter includes: theories of 
debit and credit; classification of accounts; 
underlying principles of various accounting 
records; business papers and documents used 
as the basis for first entry; simple problems 
of the balance sheet and income statement; 
controlling accounts; handling sales and pur- 
chases; safeguarding the cash; consignments ; 
basic interrelations between accounting and 
business management; and related topics.” 


Six schools, namely: Chicago, Illinois, 
Indiana, Iowa, North Carolina, and Okla- 
homa, list a course known as intermediate 
accounting which is designed to follow the 
year of elementary work. It is generally 
a@ year course with six semester-hours 
credit. The content is similar to that of 
the course in advanced accounting at other 
schools of business. At Chicago the fol- 
lowing topics are treated: 


partnership formation, operation 
and liquidation ; corporation accounts—stock, 
surplus, dividends, reserves, funds, invest- 
ments; financial statements for holding com- 
panies, mergers, consolidations; consign- 
ments, joint ventures, and branch account- 
ing; introduction to the principles of cost ac- 
counting.” 


Every collegiate school of business, ex- 
cept Chicago and Indiana which cover 
similar topics in intermediate accounting, 
offers a year course in advanced account- 
ing. The credit varies, but three hours 
per semester is most common. The content 
of the course at Michigan includes: 


“The determination of inventories, the 
valuation of receivables and investments, de- 
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preciation policies and methods, depletion 
and amortization, organization and construc- 
tion costs, and the treatment of goodwill and 
other intangibles, are among the topics con- 
sidered. Particular attention is given to the 
treatment of maintenance, replacements, im- 
provements, and other phases of accounting 
for plant assets, and to the effects of ap- 
praisals upon the accounts. 

* . an intensive study of the problems 
of accounting peculiar to the corporate form 
of organization. The principal subjects dis- 
cussed under this head are capital stock, divi- 
dends, surplus, reserves, funds, and bonds and 
notes (including the treatment of premium 
and discount) the construction and 
analysis of corporate statements. Branch ac- 
counting, fiduciary accounting, and other spe- 
cial situations also receive some considera- 
tion.” 


Although all collegiate schools of busi- 
ness offer a course in auditing the time 
spent on it and the credit allowed for it 
vary considerably. These institutions may 
be divided into four groups: Those mak- 
ing it a one-semester three-hour course; 
those continuing it throughout the aca- 
demic year and giving six semester hours 
credit; those classing it as a one-semester 
two-hour course; and those listing it as a 
two-semester four-hour subject. Boston 
covers the following subjects: 


“The organization and administration of an 
accounting staff ; the methods of securing and 
handling engagements; the fundamental prin- 
ciples of audit practice and procedure, em- 
bracing the following: detailed audits, balance 
sheet audits, investigations for credit pur- 
poses, for prospective customers, and for un- 
derwriters; the preparation of working sheets 
and statements, and the compilation of audit 
reports. 

“Model forms of audit programs, working 
papers, and audit reports together with se- 
lected audit programs, accompanied by the 
data that would be required in a complete 
audit in actual practices—such as the minute 
book, stock certificate book, stockholders’ led- 
ger, deeds, contracts, insurance policies, can 
celled checks, invoices, bills, credit mem- 
oranda, inventory sheets, notes and other sup- 
porting vouchers and documents. 
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“Advanced auditing, practice and procedure 

as applied to industrial corporations, financial 
institutions, public utilities, clubs and public 
institutions; assignment of typical C.P.A. 
questions in auditing, the answers to be pre- 
pared and submitted for correction and grad- 
ing. 
Very few of the institutions under discus- 
sion offer more than one course in auditing 
although a small number, including North- 
western and Texas, offer work in auditing 
investigations. 

Cost accounting is another standard 
course in these schools. It is either a one 
or two-semester course with credit ranging 
from two to six semester hours. Such dif- 
ferences in time spent on the work and the 
credit allowed for it have resulted in 
rather wide variations in content. The 
course given by Denver has been selected 
as typical: 


“This course instructs the student in cost 
accounting and deals particularly with manu- 
facturing costs, including the various meth- 
ods of keeping accounts, what constitutes cost, 
the distribution of non-productive labor, re- 
pairs and renewals, depreciation on equip- 
ment, expenses while idle, miscellaneous earn- 
ings as applied to cost, and the distribution 
of taxes, insurance, and general expense.” 


Chicago, Georgia School of Technology, 
Illinois, Michigan, Missouri, New York and 
a few others list a course in accounting 
theory which, in most cases, is a one-se- 
mester three-hour subject. Michigan de- 
scribes the subject matter of its course in 
these words: 


“This course includes an examination of the 
bases of the double-entry system and an in- 
tensive discussion of such topics as the defini- 
tion and measurement of business income, the 
treatment of interest and rent, proprietary 
salaries, valuation prior to operation, goodwill 
and going value, phases of capital stock, divi- 
dends in securities, the nature and treatment 
of discounts, and the significance of apprecia- 
tion and accretion. Through the assignment 
of readings from representative authors an 
effort will be made to familiarize the student 
with the literature of the field.” 


Approximately half of these schools of- 
fer a subject designated as accounting 
systems, although many of those not list- 
ing such a course probably include more or 
less instruction on the subject in courses 
with other titles. A few schools list it asa 
year course but most of them make it a 
one-semester course with two or three hours 
credit. California’s systems course con- 
sists of : 


“Intensive study of the accounting pro- 
cedure of various selected forms of business 
enterprise. The work involves a consideration 
of the business organization, the nature of its 
operations, and the accounting procedure nec- 
essary to satisfactorily record the results of 
such operations. While the chief emphasis is 
placed on the problems connected with the ac- 
counting procedure of the particular organi- 
zation under consideration, attention is given 
to the construction and relative merits of 
forms adapted to facilitate the recording of 
accounting data. Numerous problems pecu- 
liar to the business enterprises considered are 
presented for solution and discussion.” 


Courses in C.P.A. problems or advanced 
accounting problems are offered by a ma- 
jority of the members of this association. 
In most cases it is a year course with six 
semester hours credit, although there are 
several schools that give only four hours 
credit for a year of work and there are 
others that make it a one-semester subject 
with either two or three hours credit. The 
content of the course at Pennsylvania 
which follows is typical: 


“Lectures and practical problems on the 
principles of accounting involved in the ac- 
counts of executors and trustees; those used 
in insolvency and in connection with realiza- 
tion and liquidation. The principles of busi- 
ness mathematics form a part of the course, 
as do also the discussion and use of prac- 
tical accounting problems, involving partner- 
ship adjustment and those given in recent 
State Board examinations, as well as those 
set by the Board of Examiners of the Ameri- 
can Institute of Accountants. A part of the 
course is devoted to the accounting principles 
involved in the preparation of income tax re- 
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turns for individuals, partnerships and cor- 
porations.” 


Fifteen members of the group, consisting 
mainly of the larger schools, offer a course 
designated as accounting seminar or re- 
search in accounting, although most of 
the others have general seminars in which 
accounting problems, among other prob- 
lems, may be investigated and discussed. 
The course generally occupies a full year 
and carries from four to six hours credit 
or, in many instances, the amount of credit 
is not specified but depends upon the 
amount of work completed by the student. 
Columbia describes its accounting seminar 
in this way: 


“In the seminar, opportunity will be given 
for a discussion and study of some of the 
aspects and problems of professional account- 
ing both in its public and private practice. 
While it is not the primary purpose to present 
or develop any particular portion of subject 
matter, a further examination and elaboration 
of some of the fundamental theses may be 
undertaken. In this connection a broad ac- 
quaintance with the literature will be neces- 
sary. The seminar will provide an 
avenue for discussion and counsel in regard 
to the problems met by the graduate stu- 
dents in researches in connection with their 
theses and the reports on them.” 


With but few exceptions, the collegiate 
schools of business give a one-semester 
three-hour course in federal income tax pro- 
cedure. Boston, California, Illinois, Min- 
nesota, and Northwestern go further and 
offer a semester of advanced work in this 
important subject. California gives the 
following description of its work in the 
subject: 


“This course endeavors to give a thorough 
training in the preparation of income and 
profits tax returns of individuals, partner- 
ships, and corporations, capital stock and 
estate tax returns, and the peculiar problems 
that arise in connection therewith. The theory 
underlying the provisions and a comparison 
of the provisions of the various revenue acts 
are emphasized and discussed. The adminis- 


trative procedure involved in amended re- 
turns, claims for abatement, refund and credit 
are given careful consideration. Selected 
problems designed to develop and illustrate 
the accepted procedure in connection with the 
numerous and peculiar phases of federal tax 
returns are presented for solution and discus- 
sion. The preparation of a variety of com- 
plete returns is required.” 


In addition to the standard courses 
which have been described, many other ac- 
counting subjects are offered by members 
of the association in order to cater to the 
needs of the section in which they are lo- 
cated. Governmental or municipal account- 
ing is taught at California, Illinois, Kan- 
sas, Marquette, Missouri, North Carolina, 
Oklahoma, Southern California, Texas, 
and Wisconsin. Work in managerial ac- 
counting is available at Chicago, Iowa, 
Missouri, Northwestern, Ohio State, Ore- 
gon, Texas, Tulane, and Washington. 
While the instruction in mathematics of 
accounting or finance is given by the 
mathematics department in many of the 
schools, Boston and Northwestern offer 
it in the school of business. A recent ad- 
dition to the accounting curriculum is the 
course in the analysis of financial state- 
ments. At present, Alabama, Columbia, 
California, Denver, Ohio State, South- 
ern Methodist, Tulane, and Washington 
and Lee list this subject in their catalog. 
Among the various miscellaneous courses 
offered by one or more schools are: Ac- 
counting reports, brokerage accounts, bud- 
getary accounting, building and loan ac- 
counting, casualty and surety company ac- 
counts, commercial bank accounting, es- 
tate accounting, farm accounting, fidu- 
ciary accounting, foreign exchange ac- 
counting, insurance accounting, inter-com- 
pany accounting, investment accounting, 
mine and oil accounting, public account- 
ing, public utility accounting, retail ac- 
counting, and specialized accounting. 

Supervised laboratory work for stu- 
dents in the first year of accounting is vir- 
tually a universal requirement in col- 
legiate schools of business. The time 
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spent in the laboratory varies. Oklahoma 
insists upon three two-hour periods per 
week, while California requires only one 
two-hour period a week but permits a stu- 
dent to register for an extra hour for 
which he receives an extra hour of credit. 
The rest fall in between these extremes. Ne- 
braska specifies three hours a week and Co- 
jumbia permits the elementary accounting 
students to work in the laboratory when 
they choose within certain hours and sets 
no time requirement but merely states that 
four or five hours a week are necessary to 
complete the required assignments. The 
average requirement is two two-hour 
periods per week. Few, if any, schools 
require laboratory in advanced accounting 
but many insist upon it in cost accounting, 
auditing, C.P.A. problems and in certain 
specialized courses as municipal account- 
ing. 

Many schools group accounting courses 
according to the prerequisites specified. 
This is generally indicated in their cata- 
logs by numbers or by divisions with vari- 
ous names. California maintains an up- 
per and lower division classification while 
Illinois divides its accounting curriculum 
into courses for undergraduates, advanced 
undergraduates and graduates, and those 
primarily for graduate students. Nebraska 
has junior division, senior division, and 
graduate courses. Elementary account- 
ing is always placed in the lower division 
and most of the advanced courses are lo- 
cated in the upper division or in the group 
designated as graduate courses. It is quite 
common to find many of the same courses 
listed in both the upper groups. 

A year of work in elementary account- 
ing is compulsory for students in collegiate 
schools of business. Boston, Minnesota, 
and Ohio State go so far as to require 
every business student to complete a course 
in advanced accounting. In addition to 
the elementary course, the majors in ac- 
counting must take advanced accounting, 
auditing, and theory of accounts if this is 
offered. Cost accounting, accounting sys- 
tems, income tax procedure, mathematics 


of accounting, and C.P.A. problems are 
required in some instances but the majority 
of business schools class these subjects 
among the electives. Usually accounting 
courses above the elementary are electives 
to students majoring in other fieids of busi- 
ness than accounting, but two schools, 
Kansas and North Carolina, require ma- 
jors in industrial management to complete 
a course in cost accounting. 

Boston, Denver, New York, Northwest- 
ern, and Tulane have evening courses in 
accounting, which in number of students en- 
rolled, exceed the day classes in the same 
subjects. The number of courses and the 
content are generally the same but in some 
cases less credit is given the evening stu- 
dent on the theory that he does not have 
the time and energy for preparation that 
the day student normally has at his dis- 
posal. Northwestern, for example, gives 
three semester hours credit for the com- 
pletion of certain courses in the day school 
but only two semester hours credit for the 
completion of the same courses in the eve- 
ning school. Denver follows a similar 
policy while New York and Tulane appar- 
ently make no distinction between the two 
types of students as far as credit is con- 
cerned. Generally the laboratory require- 
ments for the evening students are not as 
exacting. Northwestern makes laboratory 
optional to them and Boston considers 
that their daily employment is a continuous 
laboratory. 

Some schools of business follow the 
policy of giving accounting students a 
taste of actual accounting experience be- 
fore graduating them. Michigan has ar- 
ranged with public accountants of nearby 
cities to provide employment for a selected 
group of students for a limited period dur- 
ing the winter season and Minnesota places 
majors in accounting in offices of certified 
public accountants during the winter term 
of the senior year. Oregon gives outstand- 
ing senior students an opportunity to work 
for practicing accountants. These stu- 
dents are regarded as regular employees 
and are paid salaries according to the 
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service rendered. Since the duties per- in and aptitude for public accounting, 
formed generally include auditing, income The following table has been constructed 
tax procedure, and the preparation of to summarize the available information con- 
accounting reports, the students so em- cerning the accounting teachers in the in 
ployed are enabled to test their interest stitutions covered by this study. 


ACCOUNTING INSTRUCTORS IN COLLEGIATE SCHOOLS OF BUSINESS 
Rank of Instructor and Above Highest Academic Degree 


Associate Assistant M.A. M.B.A. 
Name . Professors Professors Professors Instructors C.P.A. M.S. M.C.S. Doctorate 


Alabama 1 0 1 0 

Boston 

California 

Chicago 

Cincinnati 

Columbia 

Dartmouth 

Denver ... 

Florida 

Georgia School of 
Technology .... 
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Harvard 
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It may be of interest to call attention 
to certain facts brought out by the above 
table. Some of the more prominent are: 
The large number of accounting teachers 
who possess the C.P.A. degree; the small 
number who have acquired the doctorate; 
and the small proportion of those having 
the master’s degree who have obtained it 
in business administration or commercial 
science. 

Many of the collegiate schools of busi- 
ness, especially those located in or near 
large cities, give their students the privilege 
of attending special lectures delivered by 
outstanding accountants who endeavor to 
convey to their auditors some conception 
of the possibilities of the accounting pro- 
fession and the difficulties which must be 
overcome before success can be attained. 

While most of these institutions have a 
library for the business school as a whole, 
very few of them have a special accounting 
library. Among the few is Columbia which 
is so fortunate as to possess the Montgom- 
ery Collection. This consists of about 
eight hundred titles and is designed to pro- 
vide a complete working library for stu- 
dents in the field of accounting. It con- 
tains many rare books and modern works 
of both American and foreign writers. 

Some business schools offer prizes to 
students for superior work in accounting. 
Columbia annually awards the Montgom- 
ery Prize to the member of the graduating 
class who has specialized in accounting and 
who is deemed by the faculty to be most 
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proficient in all courses. It also offered a 
prize in 1929-1938 to the student doing the 
best work in auditing. Denver offers a 
prize of twenty-five dollars to the student 
ranking highest in accounting unless the 
student winning the Faculty Prize has the 
highest average in this subject, in which 
case no specific accounting prize is offered. 
Oregon awards a scholarship to the most 
outstanding student in this field. 

As far as the writer has been able to as- 
certain, only two members of this associa- 
tion, Illinois and Oklahoma, have a club 
for accounting students. 

The honorary accounting society, Beta 
Alpha Psi, has chapters at Boston, Illi- 
nois, Northwestern, New York, Southern 
California, Texas, and Washington. Elec- 
tion to the society is from those students 
who are majoring in accounting and is 
based upon scholarship and interest in ac- 
counting as a profession. 

Some impressions obtained by the writer 
in making this study are: First, that ac- 
counting courses in collegiate schools of 
business are fairly well standardized as to 
content; secondly, that although the time 
given to certain courses and the credit al- 
lowed for them vary somewhat among these 
institutions, there is a perceptible tendency 
toward uniformity; thirdly, that most of 
the schools have been quite liberal in adding 
new courses to the accounting curriculum 
in order to meet the needs of their stu- 
dents ; and fourthly, that accounting is the 
backbone of the business curricula. 
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THE ACCOUNTING EXCHANGE 


The Accountine Excuanes, having as its purpose the presentation and 
discussion of teaching methods and material, has been turned over to a 
newly-formed committee appointed by President Rosenkampff as announced 
by him in the foreword appearing opposite the title-page of this issue of the 
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The Committee’s chairman, Dean Stevenson, presents hereinafter 


suggestive examples of an objective type of accounting examination. 


Suort Trsts AccouNnTING THEORY AND 
PRACTICES 


N MANY of our institutions it has 
been necessary to increase the size of 
classes in accounting in order to meet 

the increased demand for this type of in- 
struction. The number of students enrolled 
has increased much more rapidly than the 
growth in the faculty personnel. This situ- 
ation has brought some very difficult prob- 
lems of teaching technique. The limita- 


tion of adequate reading assistance for one 
thing has hindered the conscientious in- 
structor in the grading of student papers. 


Furthermore, the many deviations from 
predetermined solutions, various interpre- 
tations of problem statements and the wide 
divergence in speed capacities of students 
working under examination conditions, all 
add to the difficulties of equitably grading 
the results attained by the typical questions 
and problem method. It may be worth 
while to examine the possibilities of using 
the objective or semi-objective examination 
to meet these conditions. 

Similar types of examinations have been 
used successfully in other fields. The 
questions used in an accounting objective 
may be worded so as to require specific 
and concrete quantitative answers similar 


to those in mathematics. They may, on the 
other hand, be so worded as to emphasize 
the theoretical implications of the subject. 
The questions may also demand a thorough 
knowledge of nomenclature and precise def 
nition. By this method a great many more 
statements of accounting situations may 
be made than is possible in the long prob 
lem examination. It is likely that a com 
prehensive list of objective questions wil 
more adequately test the student’s ability 
to interpret accounting data than is por 
sible through the use of the subjective type 
of examination question. Some of the 
other advantages are that they take les 
time in the classroom, they can be giver 
more often, and they can be graded more 
easily. When such examinations ar 


handed back to the students after correc # 


tion they may serve to give a more spirited 
discussion. 

An attempt is being made this year at 
the University of Minnesota to adapt the 


objective type of examination to the large 


elementary courses in accounting. Five 
examples, each different in form, are sub 


mitted here in the hope that they may be off 


interest to other instructors and also may 
provoke further discussion on the subject. 


R. A. STEVENSON 
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I. Exercise in the Gross Profits Test 
The following figures are available forthe year 1928. 


Articles sold or manufactured: 


$100,000 


COST OF GOODS SOLD: 


Inventory 1/1/28 5,000 
Purchases for the year 68,000 


Total acquired or manufactured 
Less: Inventory 12/31/28 


Cost of Goods Sold 


PER CENT OF GROSS PROFIT ON SALES .. 


Using 1928 figures compute the inventories for 1929 
based on the following: 


COMPUTED COST OF GOODS SOLD: ......... 
GOODS HELD FOR SALE: ................+06- 


Inventory 1/1/29 
Add: Purchases for year 


COMPUTED INVENTORY: 


Assuming that the computed book inven- rect as to quantities but when 
tory should appear to be materially in ea- valued at cost or market whichever 
cess of an actual physical inventory, is the lower, market prices on some 
underline the words in the following state- items are lower—higher than in 
ments which might explain the discrepancy. 1928. 
i 4. The physical inventory is correctly 
1. The gross profits ratio for 1929 was taken and valued, but the Sales for 
actually greater—less than in 1928. 1929 are incorrectly reflected on 
2. That while the book figures for 1929 the books through—failure to re- 
are used correctly in the computa- cord billings to customers—includ- 
tion and selling and cost prices for ing as sales merchandise not yet 
1929 show approximately the same shipped to customers. 
relations and gross profits as in 5. The physical inventory is correct but 
1928, there have been duplications purchases are understated through 
—omissions in taking the closing failure to record invoices for 
inventory in 1929. merchandise received—overstated 
8. Assuming the book figures are correct through inclusion of invoices for 
and the physical inventory is cor- merchandise not yet received. 
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III. 


Distinctions Between Net Revenue, Revenue and Expense and Surplus 


Accounts 
The following schedule shows (1) a list of some accounts found in the books of various kinds of concerns, and 


(9) to the right columns representing various 


profit and loss accounts. Indicate by check mark under the proper 


profit and loss account title which one of these accounts should be debited or credited in closing the books. There 
may be some alternative treatments or possibly some of these accounts should not be closed. 


— 


Various Accounts and Items 


Profit and Loss Accounts 


tion 
= 
Revenue)! 


Profit and Loss 
(Net Revenue) 


Dr. Cr. Dr. Cr. 


1. Salary roll of executives 


g. Insurance consumed on bidgs. and stock 


. Payment received on old account written off to bad 


. Loan made to President for personal use 


. Donations made to Community Chest 


. Rent paid for use of Branch Offices 


. Traveling expense of salesmen 


. Royalties paid for use of patents 


. Tickets collected and cancelled 


. Sales of Season tickets 


. Experimental Expense on new model 


. Depreciation expense accrued 


. Cost of patents written off 


. Appreciation in value of Real Estate 


. Rentals Earned on property leased 


. Court damages awarded in old law suit 


. Customary annual Christmas bonus 


. Profit sharng bonus to executives 


. Amount set aside out of profits for bond retir 


. Dividends declared on common stock 


6% Interest on the preferred stock 


Interest accrued on bonds outstanding 


Federal Income tax accrued 


Correction of understatement of depreciation for 
previous years 


Correction of overstatement of Reserve for Bad 
Accounts for previous years 


Interest on short time bank loans 


Repainting Bldgs. (averages once in 5 yrs.)....... 


Uninsured loss incurred by fire 


Pensions paid old employees 


Profit on sale of land held for 10 years 


Interest and dividends received 


20 
21. 
22. 
%. 
“a. 
26. 
27. 
28. 
29. 
30. 
31. 
32. 


Refund received on overpayment of previous years| 
income taxes 


Excess of replacement cost over actual cost of in- 
ventory 


= 8 


IV. Interpreting Cash Receipts and 


Disbursements 


A, B, and C entered into a joint venture in rais- 
ing and selling cattle, in which it was agreed that 
each was to receive as follows: 


For For 
Services Investment 
0 10 per cent 
0 10 per cent 
25 per cent 10 per cent 
revenue 
of net 


4 

B was to allow the use of his land for the ven- 
ture, which was valued at $10,000 and it was con- 
sidered that 10% was a fair rental rate. C man- 
aged the enterprise but received no salary, funds 
being advanced to him as he needed them for his 
personal use. 

The enterprise has continued for a year and 
the partners ask you to prepare a statement which 
will show what each is entitled to withdraw out of 
the cash available, but they do not want to impair 
their investments or the capital of the enterprise. 
It was not considered advisable to inventory the 
cattle remaining unsold as that would only tend 
to increase the amount of net revenue and they 
desired only to withdraw cash as it was realized 
by sales. 


] 
Dr. Cr. 
aa For 
Profit 
‘ A 1/3 
oO & 
B 1/3 
— 1/3 


Work Sheet for A, B, and C Cattle Venture. 


Partners’ Drawing A/Cs) 
(Indicate Dr. or Cr. 


Receipts Liabilities A B 


Sales 35,600 


A Investment 15,000 


C Investment 2,000 


Loans 10,000 


62,000 
Payments 

Supplies 8,500 

Purchases 10,500 

Labor 6,000 


Advance C 1,250 


Equipment 5,000 
Repairs 1,000 


Impr. B $3,000 


8,000 


400 


The only records available are the cash book 
which shows the following analysis: 
Equipment 
Repairs 
Sales of Cattle Improvements to B’s property 
Received from A Bank loans 
Received from C Interest 


Expenditures Cash balance in the bank 


Purchases of supplies 
Purchases of Cattle 


‘ 
Loans | 
Interest |_| 
Total 43 ,650 
: : Balance 18,350 
Total 62,000 
Salaries 
Interest 
Rent 
Profit 
ob 
48,650 
10,500 $62,000 
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Construct an income statement showing the net revenue and its disposition. 
Construct a statement showing what each partner is to withdraw in cash as follows: 


For Services 
For Interest and Rent 
For Profits 

Total 


There are two items above to which an accountant 
other than the inventories mentioned. You are 
indicate what they are. 


V. Recording Transactions Involving 
Surplus, Reserves, and Capital Stock 


Indicate the correct titles of the accounts for the 
following entries recording the transactions in- 
volved. If no corrections are made it will be as- 
sumed the entry is correct: 


(a) 
Sinking fund 
Sinking fund reserve 
To set up the payment to. trust company for 
the sinking fund instalment due. 


(b) 
Goodwill 
Discount on capital stock 
Capital stock originally issued for assets of a 
partnership in excess of their book value, now 
converted into Goodwill. 


(c) 
Dividends payable 
Surplus 
To record the declaration of dividends by Di- 
rectors owt of current earnings. 
(d) 
Dividends payable 
Cash 
To record the payment of dividends previously 
declared by Directors. 


(e) 
Bonds payable 
Sinking fund reserve 
To record the cancelation of bonds outstanding 
which were purchased thru the Sinking Fund. 


(f) 
Discount on treasury stock 


A B 


should give consideration in an income statement, 
not asked to include them in your statement but 


To record the sale of paid wp treasury stock for 
$90 which was purchased for $80. 


(g) 
Cash 


Premium on bonds 
Bonds payable 
To record the sale of bonds at a price less than 
their par value. 


(h) 
Investment in bonds 
Premium on bonds 
Cash 
To record the investment of funds in bonds of 
other companies at a price in excess of their 
par value. 
Write in the meaning of the following correct 
entries: 
(a) 


Unissued capital stock 
Capital stock authorized 


(b) 
Subscriptions to capital stock 
Capital stock subscribed 


(c) 
Capital stock subscribed 
Unissued capital stock 


(d) 
Cash 
Unissued capital stock 
(e) 
Cash 
Subscriptions 
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Handbook of Financial Mathematics. Justin H. 
Moore. Prentice-Hall, New York, 1929. xvi- 
1,216 pp. 

An interesting experiment is embodied in the 
Handbook of Financial Mathematics by Justin H. 
Moore of the Irving Trust Company. Mr. Moore 
believes that accountants or corporation officials 
without much mathematical training will be en- 
abled to solve accurately and quickly problems in- 
volving compound interest formulas by having at 
hand a careful and detailed explanation of the 
workings of these formulas and the tables used by 
the expert. Such an explanation, expressed so far 
as possible in common sense terms, he gives in 783 
pages. He also includes in the published volume 
a 275-page mathematical appendix, well selected 
tables, a bibliography and a list of symbols. All 
told, the book runs over 1,200 pages. To the 
captious critic who views this somewhat bulky 
volume with an unsympathetic eye, it may seem 
probable that many of the prospective users in 
whom Mr. Moore is especially interested will be 
repelled purely by the bulk of such an easy aid to 
computation. 

The greatest value of the book in the opinion of 
the reviewer will be as one of the manuals used 
by the specialist or semi-specialist to whom prob- 
lems in the mathematics of investment are nor- 
mally referred. As a result of Mr. Moore’s posi- 
tion and contacts and the care he has exercised 
in selecting and preparing his material, the book 
includes a great deal of valuable information con- 
cerning financial practices and, in some cases, a 
helpful comparison of such practices with the theo- 
retically correct methods. From the point of view 
of the experts to whom this material will be most 
valuable, some condensation of the explanations 
would save time and may be found advisable in 
later editions. 

The most serious defect from the point of view 
of substance rather than that of manner of pres- 
entation seems to be an inadequate and mislead- 
ing treatment of depreciation. More definite con- 
sideration should be given to various points of 
view as to the fundamental nature of depreciation. 
It seems inadequate, for instance, to say “it is 
plain that at the end of its life the asset must 
be replaced,” when the retirement theory of de- 
preciation recognizes that, typically, old equipment 
in industries characterized by rapid technical 
changes is side-tracked rather than replaced. The 
misleading part of the discussion of depreciation 
is the analysis of “method 4—interest on invest- 
ment method.” As the author apparently does not 
realize, the sinking fund method will not fit into 
the usual financial setup unless interest is supposed 
to be earned on the entire original investment for 
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the entire life of the assets and also for each year 
on the entire amount then credited to the sinking 
fund. There is no real distinction between Mr. 
Moore’s method 3 and his method 4—the sinking 
fund method and the interest on investment method 
—except that in his discussion of the latter, he 
introduces into his tables (incorrectly, to be sure) 
a statement of the interest earnings on the original 
investment, 

Another point in which Mr. Moores’ treatment 
might be improved would be a rephrasing of the 
statement on page 5 that “where regular periodic 
interest payments are made upon a debt, there 
can be no compound interest.” On the contrary, 
the case where regular payments are made and the 
principal thereby changed is, as Mr. Moore shows 
later, one of the typical occasions for the use of 
compound interest formulas. 

Additional material which might well be in- 
cluded is presentation and discussion of formulas 
for the present worth of a series of payments in- 
creasing or decreasing in arithmetic progression, 
some discussion of the degree of accuracy of the 
bond yield charts, and a theoretically correct analy- 
sis of the effect of income taxes on bond yields for 
comparison with the practical formulas which are 
explained. 

Some of the criticisms noted may perhaps be 
questioned in that they judge the book from the 
point of view of a serviceable manual for the 
somewhat expert rather than from the point of 
view professed by the author. The suggestion 
seems in order that the next revision might well 
result in two volumes, one, such a manual for the 
specialist, and the other a short exposition for the 
uninitiated of the simplest standard problems. But, 
perhaps, like some of the critics of another “noble 
experiment,” the reviewer is merely seeing double. 

Rosert W. Burcess 


Industrial Accounting, Control of Industry through 
Costs. Thomas H. Sanders. McGraw-Hill 
Book Company, New York, 1929. xiv-371 pp. 


“Industrial Accounting” is as applicable to the 
needs of the business man as it is the purposes of 
scholastic cost accounting. The book is a compact 
treatise on industrial accounting, and effectually 
carries out the statement made in the preface that 
“a textbook should compress a great amount of 
experience into small compass.” The many as- 
pects of industrial accounting have been thor- 
oughly and compactly presented—a feature, I am 
sure, that will be appreciated by readers who have 
had too many texts, of one nature or another, 
expanded by the inclusion of superfluous material. 
Considerable emphasis is devoted to the objec- 
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tives of cost accounting—why cost accounting is 
necessary, what it should give in the way of in- 
formation, and how that information should be 
used by the management with regard to both 
specific and general applications. The reader is 
informed not only of the “mechanics” of cost 
accounting, but also of the utilities which cost 
accounting may possess for the executives of any 
business. The emphasis given the objectives of 
cost accounting is a feature of merit. 
The first half of the book deals with the con- 
ventional aspects of cost work—the “mechanics” 
so to speak, of cost accounting. The “why” of 
cost accounting is first presented, and this is fol- 
lowed by an exposition of ‘how it is done.” Un- 
der the latter phase come the subjects of cost 
books and reports, materials—their purchase and 
control, labor costs and wage systems, burden ac- 
cumulation and distribution, and depreciation and 
maintenance—all of which are brought together 
in the chapter describing how all these various 
aspects of costs are finally summarized to meet 
the individual needs of a business. 
Adequate problem material is found at the 
close of each chapter. The various cost forms il- 
lustrated in the first half of the text, and the 
cases following, will also be of interest. 
Following this exposition of the “mechanics of 
cost accounting” three cases are presented in 
considerable detail to show the operation of costs 
under the circumstances of actual business. The 
first case is one of job costs (Forest Electrical 
Company) ; the second is one of process costs (Hall 
Chemical Company); and the third is one of costs 
by job and class of product (Armstrong Surgical 
Textiles, Inc.). 
It is worth while to point out some of the more 
distinctive features characterizing the balance of 
Professor Sanders’ volume—features that bring out 
in broader aspects the objectives, purposes, and 
values of industrial accounting. Among these 
are: 
Do Costs Affect, or Determine Selling Prices? 
The author states that in the long run costs “do de- 
termine selling prices” and that while this may not 
be true over the short run, the best managed con- 
tems nevertheless do “ascertain their costs.” Even 
im instances where the relationship is remote, the 
author points out the necessity for being “fully 
informed as to costs” so as to know whether full 
value is being received for expenditures made, and 
Whether or not one can afford to compete in a 
given market. 
fo Cost of Commercial and Administrative 
erhead. This is a relatively new application of 
"st accounting, yet much credit attaches to the 
gument of why, and how, cost analyses in this 
id should be made. Indicative of the way this 
tter is handled are the headings of “Distribu- 
“on of Expenses by Lines of Product” and “Dis- 
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tribution of Expenses by Classes of Customer.” 

Standard Costs, and Their Uses. The author 
especially commends their use in seasonal indus- 
tries (ic. soft drink) and where it is necessary 
to estimate costs in advance before fixing prices. 
Obviously, in the latter case, it is of prime inter- 
est to know how actual costs compare with the 
estimated costs—or, in other words, the standard 
cost. 

The Manufacturing Budget, Its Preparation, 
and its intimate connection with an adequate cost 
system. 

Cost Accounting in Banks. Doubtless this sub- 
ject will be of interest not only to cost accountants 
but to auditors as well. Of especial interest will 
be the sections devoted to departmental costs, ac- 
count costs, and the presentation of all costs on 
the operating statement. 

The Relation of Costs to Varying Volume; and, 
Is It Wise to Accept Business Below “Normal 
Cost”? The author concludes that this last prac- 
tice is dangerous, yet recognizes that there are 
some arguments in its favor. This chapter should 
be of especial interest to business executives. The 
caution should be quite apparent that, from the 
standpoint of profits volume for the sake of vol- 
ume is not always desirable. 

Separate chapters deal with the use of ma- 
chines in cost accounting, and with the cost ac- 
tivities of trade associations. The promotion of 
uniform cost systems by trade associations is a 
long step forward to ‘fair competition’—that stage, 
where competitors do, in fact, know their costs 
and compete accordingly. The harm to industry 
arises from those competitors who are ignorant 
of their costs. 

“Industrial Accounting” is, in conclusion, a 
volume of distinct merit in its field, and as such, 
is to be highly commended. 

Arnotp W. JoHNson 


The Financial History of the American Automo- 
bile Industry, A Study of the Ways in which 
the Leading American Producers of Auto- 
mobiles have met Their Capital Requirements, 
by Lawrence H. Seltzer, Houghton Mifflin 
Company, Boston, 1928. xxi-297 pp. 


This book of 276 pages has as its aim “to take 
a place with countless other empirical investiga- 
tions, the joint product of which, it is hoped, will 
be an expansion of our knowledge of the eco- 
nomic processes.” It purposes “to answer, for 
a single industry, and within restricted scope, the 
following question: Given the existing organiza- 
tion of industry, and given a new important prod- 
uct, just how have the producers of this product 
come to command the economic resources required 
for its extensive production?” 
After 13 introductory pages the author devotes 
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68 pages to the development of the automobile 
industry. Then follows a chapter of 51 pages on 
the Ford Motor Company. To the General Motors 
Corporation 100 pages are next allotted. Chapter 
V, which consists of 30 pages deals with 6 com- 
panies: the Studebaker Corporation, Dodge Bros., 
Inc., the Packard Motor Car Company, the Nash 
Motors Company, the Hudson Motor Car Com- 
pany, and the Reo Motor Car Company. These 
were chosen because of their importance in the in- 
dustry from the point of view of invested capital 
and because of available data. Other important 
companies, such as the Willys-Overland Company 
and the Chrysler Corporation, were not considered 
because of inaccessibility of adequate historical 
data. Finally we are given a chapter of 13 pages 
of summary and conclusions. 

The avthor finds that the greater part of the 
growth of the capital resources of the 8 com- 
panies studied was derived directly from rein- 
vested profits, which constitute much the greater 
part of their present invested capital. “The capi- 
tal burdens of automobile manufacturers were 
largely shifted to, and borne by, owners of capi- 
tal who remained essentially outside of the new 
industry. The producers of automobiles were en- 
trepreneurs par ewcellence; they alone were ef- 
fectively responsible for the product, but their own 
capital contributions were at a minimum. The 
new industry readily obtained the services, but 
not the ownership, of large quantities of capital.” 
The consequent diffusion and reduction of risks 
facilitated the flow of capital to the automobile 
industry. The industrial technique of the Times 
was such as to facilitate the growth of the auto- 
mobile industry. Reinvested profits have not been 
at the expense of large cash disbursements. 

The original draft of this study was accepted 
as a doctoral dissertion at the University of Michi- 
gan in 1925. Submitted in Class A, the present 
volume was awarded First Prize in the Hart, 
Schaffner, and Marx competition of 1926. 

It is particularly fortunate that this study has 
resulted in a book which is intensely interesting. 
Were more long studies included, the reader might 
be bored by the numerous statistics which would 
have to be given. Here, however, we have only 
two long treatments and they are so illuminating 
and entertaining that the general reader will not 
be irked by them. The short synopses of the other 
six companies are sufficient, after what has gone 
before. Some repetition is encountered in a read- 
ing of the volume, but it probably makes for 
clarity and a rounded treatment at several points. 
This book is an example of a research study which 
probably was interesting and instructive to him 
who made it and which would doubtless prove as 
entertaining as enlightening to the large numbers 
who should read it. 


ArrHur W. Hanson 


New York Laws Affecting Business Corporation, 
Annotated, revised to April 28, 1929, Tent 
Edition, by U. S. Corporation Company, New 
York. 484 pages. 


Although this is a book which cannot be criti. 
cized and commented upon in the usual fashion, 
inasmuch as it contains only what its title suggests, 
it is a pleasure to be given the opportunity of 
saying a good word in its favor. The book is be 
lieved to be invaluable to anyone interested either 
in business law or in corporate accounting, par. 
ticularly in the State of New York. 

Most books on business law are of too general 
a character. One may even grant, for the sake of 
argument, that fundamental principles are rather 
similar in all states, but unless one knows the law 
of his or her particular state on numerous points, 
it is impossible to comprehend actual business 
situations intelligently. Practically speaking, the 
idea here emphasized is that theory for the sake 
of theory alone, at best is an exercise in mental 
gymnastics. For example, guaranty and surety- 
ship principles as legally recognized in Pennsyl- 
vania are not the same as in New York, the law 
of sales in Massachusetts is not similar to that 
in New York, and neither are the principles of 
corporation law similar in these jurisdictions; and 
so on. Somewhere in a course in business law, 
the principles found in one’s own state must be 
studied unless one wishes to be considered woe- 
fully ignorant of matters of fundamental import 
to profitable business operations. 

The student in accounting and the practitioner, 
also, should find this volume of great value in 
work of a corporate nature. It seems increditable, 
though true, that hundreds of such persons have 
hardly the slightest notion of what the Courts in 
the state have held on points of corporate law— 
and what the statutes set forth thereon—all vital 
to the proper local application of corporate at 
counting principles. The legal background of 
accounting practice is so important, in the opinion 
of this reviewer, that only through a knowledgeg 
thereof can innumerable cases be handled prop 
erly. 

Perhaps some reader may be so bold as to 
suggest that the legal angles of a case should be 
referred to an advocate. Often such is the proper 
procedure, but undoubtedly it is also within the 
province of the auditor to recognize nonconformity 
with the law, and to suggest the remedy, even 
the probable penalty should the remedy be ig 
nored. Surely, the auditor is subject to censw 
if he fails to recognize that a certain corporati 
has not been formed properly, that stock subscri 
tions have been paid for in notes receivable, 
that the declaration and payment of dividends 
not conform to the local statutes; and so on. 
advice should one give, and what course of com 
duct should one pursue, if it is found that a cer 
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tain company authorized to issue both common 
and preferred stocks up to a certain amount each, 
has issued but one class and that to twice the 
authorized amount; and that shares actually have 
been issued hereunder as fully paid when only 
ten per cent of par has been paid in; and add to 
this the fact that the company’s attorney has stated 
that everything is all right? This is not an hy- 
pothetical example. The possible illustrations are 
multitudinous, and the answers are not necessarily 
simple if professional service of the right type is 
to be rendered. 

In view of all this, the decision is reached readily 
that the book is worthy of high recommendation 
as a working tool, especially to those who are in 
practice, or who contemplate such activity, within 
the borders of the Empire State. Similar vélumes 
should be made available on other subjects, and, 
in other states, where such material is not avail- 
able, the development of books of this type should 
be encouraged. 

This particular volume has as its object the 
presentation “under one cover, at a minimum 
price, the valid statutes pertaining to the incor- 
poration and the regulation of private business 
corporation—(it is) a convenient working-copy of 
New York private business corporation law.” The 
idea behind the book is excellent. This reviewer 
makes constant reference thereto, and would be 
at a loss without the latest edition at hand as a 
guide and staff upon which to lean. The various 
editions have proved so invaluable practically, that 
a careful attempt is made each year to teach cor- 
porate accounting in harmony with the principles 
therein elucidated; in fact, his own textbook on 
advanced accounting contains as much of law 
nearly as it does of pure accounting theory. 


Grorce E. Bennett 


Accounting for Executive Control by Monard 
V. Hayes. Harper and Brothers, New York, 
1929. XXXII, 471. 


One of the most valuable contributions to the 
literature of Budgetary Control in 1929, was made 
by Mr. Monard Hayes in his book entitled, “Ac- 
counting for executive Control.” Mr. Hayes is a 
Management engineer, and as an engineer he pro- 
poses throughout his new book the analysis of 
accounting records as the basis for the solution of 
some executive problems. Because of this empha- 
sis upon the analysis of accounts the book will be 
of special interest to all industrial accountants. 

His proposal begins with a a challenge to ac- 
countants, in the first sentence of his preface,— 
“The science of management has made much 
progress during the past decade but the science 
of accounting has not kept pace with it... .. 
If accounting is to serve management best it must 
aceomplish the purpose of all science—that of pre- 
diction.” Mr. Hayes specifies also that “To bring 
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the philosophy of accounting into agreement with 
the philosophy of management control it is nec- 
essary to state the accounts in terms of standards, 
accomplishments and causes for variation. The 
causes for variation should be properly analyzed 
and interpreted.” 

In order that accounting may properly serve 
management, Mr. Hayes suggests that the entire 
accounting function be placed under the direct su- 
pervision of the controller, whose duty it is not 
only to control the recording function but also to 
interpret the accounts for management by means 
call the controller. The controller is the chief 
accounting officer.” The controller is expected to 
interpret the causes for variation between prede- 
termined and accomplished results, and in order 
to do this he should be “in charge of general ac- 
counting, costs, statistics, credits and collections, 
office management, finance, budgeting, research, 
standards and records.” This is, to be sure, not 
only an extension of the controller’s duties, as they 
are commonly understood, but also an extension of 
the functions of accounting in general. The pro- 
posal is very much worth while, and commends it- 
self to the attention of all accountants. 

Mr. Hayes gives evidence of wide acquaintance 
with accounting practice, by citing numerous ex- 
amples of large corporations, in which manage- 
ment is making effective use of accounting data. 
His observations of practical conditions in indus- 
trial accounting contribute largely to the value of | 
his discussions. His illustrations are typical and 
appropriate. 

The major portion of the book (chapters 7 to 
23) is given over to a discussion of the question, 
—how can accounting be an aid to various func- 
tional executives, as, managers of marketing, sales, 
publicity, purchasing, production, personnel and 
finance. In each case Mr. Hayes recognizes the 
problems of executive control and also recommends 
the budget or forecast as a solution. Under “Ac- 
counting as an aid to Marketing Manager,” for 
example, such subjects are treated as, Market Or- 
ganization, Functions of the Manager of Market- 
ing, Accounting Tools for Marketing Control, Mar- 
keting Research, Marketing Forecast, Gross and 
Net Profit Policies, The Price Forecast, Marketing 
Cost, Forecast of Gross and Net Profit from Op- 
erations, The Marketing Budget, Reports of the 
Manager of Marketing, etc. 

The author does not favor the introduction of 
all of the budget in the ledger. His comment is, 
“In general, the budget should not be recorded in 
the books that are kept for recording accomplish- 
ment. Where standard costs are kept, however, a 
considerable amount of the budget information 
should appear in the books of account.” He favors 
the inclusion of standard costs, but nothing else. 
He advises that the major part of the budget be 
kept by means of work-papers and by reports. 

Very little is said by Mr. Hayes about the 
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routine to be followed in the preparation of a bud- 
get. The detail technique of budget preparation 
does not concern the engineer. He does insist, 
however, that the budget be scientifically prepared. 
His emphasis is laid mainly (1) on the necessity 
of setting standards accurately, and (2) on the 
importance of balancing and coordinating the vari- 
ous budgets, such as sales, and production. He 
is also more concerned with the results to be ob- 
tained by using a budget than with a description 
of its preparation. All variances must be ez- 
plained, not guessed at. Most other writers on 
the business budget have much to say about the 
budgetary routine, Mr. Hayes on the other hand, 
says little about the routine, but stresses the neces- 
sity of accounting for every variation in such a 
way that the management can exercise complete 
control of all functions of the business. This seems 
to be Mr. Hayes’ most valuable contribution to 
budgeting literature. 

In the last eight chapters the reader finds a 
discussion of internal statistics, also of the rela- 
tionship of external to internal statistics. Tabu- 
lations and graphs are presented adequately to 
supplement the authors conclusions. The estimated 
balance sheets and estimated profit and loss state- 
ments of a “Tire Company” are shown as a basis 
for the study of variances. Conclusions from such 
a study are carefully evaluated. 

The author also furnishes a complete bibliogra- 
phy for each chapter, which addition should make 
the book valuable also as a text book. The general 
set-up of the book is attractive, because obviously 
much attention was given to the presentation of 
tabulations, chapter arrangement and sequence, 
and appropriate paragraph headings. Technical 
terms are not used without explanation. 

The reader, however, may be somewhat wearied 
with the detail discussions of business organization 
problems, which are basic, of course, in the under- 
standing of budgetary control, but which are in 
most cases obvious observations, and quite com- 
monly understood by students of business, most 
certainly by business executive. These detailed dis- 
cussions, however, do not seriously detract the 
reader’s attention, and can be passed over rather 
hurriedly. 

Mr. Hayes deserves much credit for his excellent 
book, because of its completeness and because of 
its major emphasis upon the newer concept of the 
accounting function, namely of furnishing manage- 
ment with a useful instrument of control in indus- 
try. 

E. L. Txeiss 


The Principles of Money, Banking, and Foreign 

Exchange and their applications to Australia. 

By R. C. Mills and F. C. Benham. Angus & 

Robertson, Ltd., Sydney, 1925. 
ond edition. 

This book consists of a course of ten lectures 


iii-237 pp. sec- 
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delivered during the latter part of 1924 at the 
Commonwealth Bank, Sydney, under the auspices 
of the Sydney University Extension Board. The 
lecturers are members of the Economic Faculty of 
the University of Sydney. Lectures I, II, III, IX, 
and X are by Professor Mills and are devoted to 
the theory of money, price levels, and foreign ex- 
change; the other five lectures are by Professor 
Benham and cover the theory of bank credit and 
its exemplifications in England and Australia. The 
course of lectures appears to have been occasioned 
by the big currency problem confronting Eng- 
land and her Australian colonies in the year 
1924. The lectures were first published in the 
monthly bulletin “Bank Notes” of the Common- 
wealth Bank, and closed with the advice that “on 
the whole, it seems desirable that we should aim 
at a return to the pre-war gold standard, but only 
when England returns.” On April 30, 1925, Great 
Britain, Australia and New Zealand returned si- 
multaneously to the gold standard. Consequently 
when this series of lectures as published in book 
form in 1925, it contained an eight-page appendix 
describing the plan of restoration of the gold stand- 
ard and forecasting its probable effects. 

The treatment of the subject of money, money 
standards, price levels, foreign exchange rates, 
bank notes, bank deposits, bank reserves, func- 
tions of central banks, etc., is very elementary and 
indicates that the lecturers had a popular audience 
to whom they were giving the rudiments of fi- 
nancial science, preparing them for a more intel- 
ligent conception of Australia’s monetary and 
financial problem. The style is so easy and the 
exposition so careful that the lectures surely con- 
tributed greatly to the popular education, and the 
fact that the published lectures soon ran through 
a second edition supports this probability. 

The nature and functions of money are treated 
in the ordinary way. Value is equivalent to “pur- 
chasing power over things in general,” and the 
disturbing effects of changes in purchasing power 
on investors, receivers of fixed incomes, business 
men, and wage earners are traced. The pre-war 
gold standard and how it tended to equalize price 
levels but failed to stabilize them is described. In 
the lecturers’ conception changes of value of 
money occur in the same manner and for the same 
reason that changes in the value of wool or other 
commodity transpire, namely, due to increase or 
ciples the chief executive requires records and re- 
ports, which function is customarily performed by 
one whom, for want of a better name, we may 
decrease in the supply of money; “the demand for 
money” is “the demand for money to hold as cur- 
rency,” which may increase when gold-using popu- 
lations increase or their habits change as to hoard- 
ing gold or using bank credit. The most strik- 
ing omission from the discussion, it seems to the 
reviewer, is the omission of any mention of the 
velocity of circulation of money, and later the 
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same omission characterizes their treatment of 
bank notes and deposits as related to price levels. 

“After the outbreak of the War the general 
price level in these countries (which went on a 
paper basis) had nothing to do with the value of 
gold. The value of gold was often used as a ref- 
erence point from which to measure the extent of 
depreciation in terms of gold of the Australian 
pound or of the English pound..... The value 
of gold was still practically the same throughout 
the world measured in goods and services. Cer- 
tainly its value fluctuated from time to time as 
may be seen from the general price level of the 
United States. But, however, gold might fluctuate, 
neither our price level nor that of England was 
affected.” In the opinion of the reviewer, this 
divorcement ‘of paper price level and gold price 
level was not so complete as suggested. The au- 
thors press the observation that the gold reserve of 
Australia, as soon as she abandoned the gold stan- 
dard, ceased to have any of its pre-war practical 
usefulness, for it no longer mattered whether the 
reserve were 25 or 50 or 100%. This illustrates 
one of the great inconsistencies of the gold stand- 
ard, for gold is husbanded against an emergency 
and then its protective function is annihilated by 
legal minimum reserve laws or by gold embargoes or 
by its utter abandonment for a paper standard. 


The lecturers make several criticisms of Cas- 
sel’s purchasing power parity theory: (1) that it 
makes no proper allowance for transport and 
tariffs; (2) that if it applies only to price levels 
of goods which enter international trade it is 
correct but a mere truism that many commodities 
have world prices, and if it applies to all goods 
it is untrue unless prices of goods which do not 
enter international trade move always in the same 
direction and in the same proportion as those 
which do enter international trade; (8) that it 
does not help to predict the course of the ex- 
changes; and (4) that it is not a complete ex- 
planation of foreign exchange since it does not 
explain daily fluctuations. 


In the treatment of bank credit there is a naive 
denial that a bank can “create credit.” The in- 
crease of bank deposits is explained by “savings” 
through larger production, thriftier habits, and 
more depositors, and “a rise in the price level tends 
automatically to increase the total amount of bank 
deposits.” “Anything which increases deposits is 
likely to increase advances, because the banks will 
then have more funds available to lend out.” It 
is then denied that a bank can lend more than it 
borrows (from noteholders, depositors, share- 
holders, and others), whether it lends only money 
or issues bank notes or allows the borrower to 
draw checks on it. “The only difference is that 
instead of borrowing from the public by waiting for 
it to deposit money, the bank borrowed in advance 
by issuing notes (or by crediting the borrower’s 
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checking account), upon the strength of its repu- 
tation, or ‘credit.’” Since it does create money 
substitutes and on the basis of its reputation bor- 
rows purchasing power from its depositors or note- 
holders, the denial of a bank’s power to “create 
credit” thus turns out to be simply a dispute as 
to the meaning of that phrase. The whole chapter 
reduces to the simple proposition thet a noteholder 
(or depositor) is a creditor of a bank, and becomes 
such by swapping his promissory note for the 
bank’s promise to pay—an idea surely old in bank . 
theory and one that does not touch the problem usu- 
ally understood by the phrase “creating credit” or 
whether a bank can loan more as notes or deposits 
than it receives as cash deposits. 
Ray B. Wesrerrie.p 


Auditing Problems. J. Hugh Jackson. Ronald 
Press Company, New York City. 1929. 534 pp. 


Auditing Problems is a decidedly interesting and 
valuable text, a genuine addition to the literature 
of auditing. It undoubtedly is one of the new 
case books whose “arrival is awaited with a great 
deal of expectancy.”(See the editorial in the De- 
cember, 1930, Review.) 

This book is different from any other auditing 
text book now on the market, and unquestionably 
will be well received by both instructor and practi- 
tioner. 

I regret that space does not permit of quoting 
Jackson’s preface en toto. To summarize a few 
paragraphs Jackson has written up illustrations of 
“fundamental principles and practices in auditing 
and in accounting investigations, has written these 
instances up in cases, taught them in classes, and 
rewritten or discarded them, until after so long a 
time there have remained the cases which com- 
prise this book.” 

“The cases included in this book are based upon 
actual business situations, and each has as its aim 
the presentation of a real story in such a way 
that general truths may be drawn from it.” 

“Three groups or classes of problems comprise 
the materials in this text: these groups may be 
described as follows: 

1. Problems in which the facts are stated, and 
it is feft entirely for the student to work out 
the solution. This is typical of the kind of pro- 
blems which have been used for years in account- 
ing courses, except in so far as the problems 
comprising this book may more truly represent 
actual situations and the figures and facts be cor- 
respondingly drawn from business life. 

2. Problems or cases in which the facts are 
stated, and, in addition the solution made by those 
who had the problem to solve is given: the solu- 
tion or procedure set forth, however, either is not 
correct or is not in accord with the best recog- 
nized practice, and the student is confronted with 
the task of pointing out wherein the solution given 
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is incorrect. This automatically means that the 
correct solution or procedure is expected of the 
student. 

8. Problems or cases in which the facts are 
stated, and the solution or procedure is correct 
and in accordance with the best recognized prac- 
tice. This sort of cases I have commonly desig- 
nated as a “procedure case,” for frequently its 
greatest value lies in revealing to the student 
how such matters are actually handled by “giants” 
_in the profession. Here the student is again 
expected to analyze the situation and to state 
why he does or does not agree with the principles 
and procedures as outlined.” 

(The reader is again referred to the editorial on 
“Problems vs. Cases” in the December AccounTING 
Review. He is also reminded of the discussion 
in past years as to what a “problem” and what a 
in the past years as to what was a “problem” and 
what was a “case.” Jackson’s use of these words 
in the paragraphs quoted from his preface is there- 
fore noted with interest. Regardless of whether 
they are “problems” or “cases,” the material pre- 
sented in Auditing Problems is excellent for in- 
structional purposes. ) 

The eight parts of the text carry the following 
titles: 

The Auditor and His Work 

The Audit: Preliminary Considerations 

Asset Verification: Cash, Securities, Notes and 
Accounts Receivable 

Asset Verification: 

Asset Verification: 
Charges 

Verification of Liabilities, Reserves, and Pro- 
prietorship 

The Final Statements, Certificates, and Reports 

Investigations, New Financing, Accounting Ad- 
vice 

References are given in connection with each 
problem and there is also an appendix giving a 
very complete topical bibliography relating to chap- 
ter contents. Student, instructor, and practitioner 
will profit by such completeness. 

Undoubtedly those instructors who are teach- 
ing auditing exclusively from cases or problems 
will welcome this excellent volume, and it cer- 
tainly will be used as a reference book where 
other methods of teaching the subject are in vogue. 
If I could offer a second semester’s work in audit- 
ing, I am sure this book would be one of the 
texts used. Professor Jackson has rendered a 
most valuable service to his profession in making 
this material available and I, for one, am glad to 
tell him publicly that it is appreciated. 

Every practitioner surely will want to read 
and study this text and many of these cases may 
be used as the subjects for worth-while discus- 
sions in staff meetings. Certainly every staff junior 
should study the cases thoroughly. 

F. H. 


Inventories 
Fixed Assets and Deferred 
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Foreign Securities—Public and Mortgage Bank 
Bonds—An Analysis of the Financial, Legal, 
and Political Factors. By John T. Madden 
and Marcus Nadler. The Ronald Press, New 
York. 1929, pp. 452. 


Notwithstanding their enormous financial inter- 
est in the economic conditions of other nations, 
American investors as a whole are poorly informed 
as to the processes by which foreign securities are 
brought upon the domestic market and as to the 
essential economic, legal, and political factors that 
affect the safety of their investments abroad. 
Hence, any well conceived and well organized at- 
tempt to reduce this unwieldy, and for the most 
part fragmentary, mass of data to intelligible pro- 
portions deserves the commendation of all inter- 
ested parties. In undertaking their explorations 
into this economic wilderness Professors Madden 
and Nadler, as well as the Institute of Interna- 
tional Finance, have performed a valuable service. 
It is to be hoped that their pioneer efforts will 
stimulate other students to engage in further re- 
search in the field of international finance. 


The book deals primarily with the procedure of 
origination by which foreign securities are acquired 
by American bankers for distribution to American 
investors, and with the legal and political factors 
involved in the issuance and subsequent service 
upon such loans. By way of introduction, there is 
a brief discussion of the economic principles un- 
derlying international money and capital markets. 
The last part of the book deals with the various 
systems of financing foreign agriculture by means 
of international loans. 

While the magnitude of the subject made some 
limitation of scope almost essential, it is to be 
regretted that the authors did not give some con- 
sideration to the problems of American loans to 
private foreign concerns and to the acquisition by 
American interests of foreign equities. These two 
items bulk so large in our foreign investments and 
have such a vital effect upon the exchanges, and 
hence upon the whole problem of transfers and 
debt service, that they can hardly be omitted from 
consideration in a comprehensive survey of Ameri- 
can foreign investments. Again, the broad ques- 
tions of national policy, which have such a vital 
influence upon the ultimate security of American 
commitments abroad, are given only passing men- 
tion. These omissions, together with the failure to 
analyze the economic soundness of the foreign 
countries that have negotiated American loans, 
indicate that the book is designed to describe pro- 
cesses rather than to assemble and coordinate in- 
vestment facts. The reader can learn how his 
Polish bonds came into existence and something 
about the legal conditions of their issuance, but 
he will find little factual data upon the basis of 
which to judge their investment merit. In this 
same connection, the authors appear to rely too 
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implicitly upon the acumen of international bankers 
and their solicitude for the welfare of their clients 
rather than upon proven economic data. 

In respect to their consideration of the trans- 
fer problem the authors are not entirely convinc- 
ing in that they fail to give proper emphasis to 
what seems to be one of the principal sources of 
difficulty. They maintain that there is a real trans- 
fer problem and ascribe the causes to certain post- 
war adjustments that have made it impossible for 
certain countries to secure the necessary foreign 
exchange with which to pay their obligations 
abroad. It is probably true that certain countries 
do have difficulty in this respect. Yet, why are 
they unable to secure foreign exchange in sufficient 
quantities? Is it not because they are burdened 
with debts and reparations beyond their present 
capacity to pay? 

If the foreign debts of a country are so large 
that the sum total of its productive activities will 
not provide sufficient funds to pay the charges 
on these debts, it is then face to face with national 
insolvency,—in short, it is confronted with a trans- 
fer problem. This leads to the further question of 
how the foreign obligations of certain countries 
became so unbearably large. They became so for 
two principal reasons: first, reparations imposed 
upon them by their conquerors, and, second, unwise 
and improvident American loans, that is, loans 
beyond the capacity of the debtor to pay the annual 
charges. If American bankers have sponsored 
loans to certain nations already overburdened with 
reparations, and beyond the reasonably forseeable 
possibilities of transfer, the blame for any break- 
down in debt service should rest squarely upon 
their shoulders. It will not suffice, as the authors 
intimate in Chapter VII, to lay the blame upon 
the American tariff system. Indefensible as this 
system may be from the point of view of theory, 
itnevertheless was a known and measurable quanti- 
ty at the time the loans were made. In cases, then, 
where the transfer problem arises and where 
American debt service constitutes a large pro- 
portion of the transfers to be made, it would seem 
that some valid criticisms must be directed against 
American bankers for their failure to analyze pro- 
perly the credit standing of borrowing nations. 

Within the limits which the authors have set for 
themselves, and with the exceptions noted, the book 
is a valuable contribution to the literature. It is 
the most complete discussion of its kind available. 
The bibliography contains many helpful sugges- 
tions. Horace M. Gray 


Accountants Working Papers. Leslie E. Palmer 
and William H. Bell. The Ronald Press Com- 
pany, New York, 1929, revised edition. viii. 
313 pp. 


This volume is a revised edition of an original 
work published in 1928. The purpose is adequately 


summarized in the preface where it is stated that 
the authors’ aim is ‘to present a concise but com- 
prehensive treatise for intensive study of the re- 
quirements and best usages as to the substance and 
form of workng papers under a great variety of 
conditions.” A reviewer is impressed by the fact 
that this tenet has been adhered to conscientiously 
and that the book is illustrative of just what it pur- 
ports to be—the mechanics of working paper pre- 
parations. Contrary to some expectations, dis- 
cussions of allied accounting subjects of theory, 
procedure and practice do not appear in this work; 
rather, there is a deliberate and noticeable tendency 
to sidestep such issues which might prove alluring 
tangents to less purposeful authors. For those 
readers who may not possess the original edition 
the revised treatise offers an amplication of its 
scope as the chief point of differentiation. This 
amplification, by and large, includes examples of 
working papers relating to the preparation of tax 
returns, reorganizations, mergers, consolidations 
and new financing plans. 

In its general outline and content the book paral- 
lels the procedure adopted in every well-prescribed 
detailed audit. It is divided into two parts; Part 
I contains illustrative working papers and discus- 
sions thereof; Part II consists of a complete set 
of correlated working papers. Chapter I to IV, 
inclusive, are concerned with matters of general 
routine technique and execution with which every 
accountant should be familiar but which are doubt- 
less the source of much laxity in public practice in- 
asmuch as the authors devote so much attention to 
them. Subjects dealt with in these chapters include 
the following: kind, size and color of paper; con- 
tent and heading of schedules; arrangement, 
indexing and ownership of working papers; memor- 
anda relating to engagements, records, audit pro- 
gram, instructions, and matters requiring special 
attention. Chapter IV ieals with the form and 
content of trial balances and certain variations 
thereof. An important feature of the book and 
one which to a large extent determines its value 
and usefulness is the appending of plates to each 
chapter showing the preparation of actual schedules 
and analyses of accounts to which the chapter re- 
fers. In this way the reader is given a graphic 
and concrete illustration of the current subject 
matter which might otherwise prove abstruse. 

Chapters V to VIII, inclusive, deal with the pre- 
paration of definite schedules and analyses relating 
to the audit of balance sheet and profit and loss 
accounts. Here again appropriate plates depicting 
the preceding discussion are included. Chapter 
IX presents examples of consolidation working 
papers and an exemplification of two complete 
consolidations showing balance sheets, statements 
of profit and loss, and the details of eliminations. 
Chapters X and XI contain examples of working 
papers relating to tax returns, mergers, reorgani- 
zation and new financing, while Chapter XII con- 
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tains miscellaneous working papers pertaining to 
special topics such as reconcilements, confirmations, 
ete. 

Mention has been ma‘e elsewhere in this review 
of the content of Part II, which consists of a com- 
plete correlated set of working papers, the final 
report in rough draft and supporting exhibits. The 
incorporation of this feature is valuable in that 
it affords a chance for the young accountant to 
visualize a completed audit and its results. One 
can readily perceive how in many instances the 
purposes and coordination of several seemingly 
unrelated tasks undertaken in an audit might be 
confusing and obscure to the uninitiated. Any 
attempt, however, to condense these various steps, 
even in a brief way, and to illustrate their import- 
ance and eventual relationship in the above manner 
is a noteworthy and progressive step. 

Throughout the book the authors have guarded 
against any criticism of inflexibility by showing 
several schedule variations for the same account, 
but at no point have they attempted to establish 
working paper criteria. It is their belief, however, 
that certain features are common to most cases and 
are therefore subject to some degree of standardi- 
zation. One has but to read this work to appreciate 
its merits as far as the junior accountant is con- 
cerned, and many a practicing accountant might 
scan it profitably and find suggestions leading to 
an improvement in the admittedly technical, yet 
highly important, phases of his own practice. 


C. Gornon, Jr. 


Retail Credit Procedure. Norris A. Brisco. Pren- 
tice-Hall Inc., New York City. 1929. 348 pp. 


This volume is one of a series of independent 
studies of the various phases of retailing and was 
written “to be of service as a textbook in giving 
a comprehensive and clear survey of the funda- 
mental principals of retail credit procedure.” It 
is evident that the author fulfilled his desire to 
write a “survey” because the book contains a large 
amount of material which is not explained in detail 
but simply mentioned with the view of offering 
the proper background or fundamental principles, 
for the general thesis. Criticism of this type of 
book must follow closely the purpose of the author, 
otherwise the reviewer might be unjust. The com- 
ments, therefore, in this review are made from 
the standpoint of a book of reference and one 
which aims to give in comparatively short length 
a wide aspect of the subject. 

The subject matter of the book might be divided 
into six headings which are not, however, the chap- 
ter headings: (1) The Structure and Operation 
of the Credit Department, (2) The Examination 
and Approval of Credit Risks, (8) Credit Records, 
(4) Collections and Credit Problems, (5) Contracts 
and Installments, and (6) The Legal Aspects of 
Retail Credits. There is, in addition, an intro- 


ductory chapter which stresses the importance of 
the use of credit. The latter part of this chapter 
gives a description of the various types of money 
of the United States both past and present and it 
is difficult to understand the function of this ex. 
planation since it is not closely connected with 
any material to be found later in the volume. 

The structure and operation of the credit de 
partment is carefully explained and is 
demonstrated from a strictly departmental point 
of view. The functional responsibilities of the 
credit structure are not stressed above the techni- 
cal organization, but the author has wisely included 
in his discussion the psychological and humanistic 
elements in the organization, operation and cul- 
mination of the credit risk. 

Two chapters are devoted to the use of the re 
tail credit bureau and other informative agencies. 
More detail is given to the description of these 
services than to most of the other topics in the book 
and the recognition of the central-service idea as an 
efficient organization follows the progress to be 
found in the retail field today. The author, how- 
ever, has no illusions concerning the limitations of 
centralized credit information and he quotes 
liberally from the recommendations of the Na- 
tional Association of Credit Men. These recom- 
mendations anticipate a closer relationship between 
the credit agency and the subscribers, which it is 
hoped will act toward their mutual benefit. 

In the discussion of the credit records the 
author has given an excellent explanation of the 
methods of rendering credit at the time of sale and 
the making of the necessary memoranda. The re- 
viewer is inclined to believe that. the explanation 
of the general accounting records as affected by 
sales is too brief. The problem of the control in 
the general books of subsidiary records is one 
of the most important in the accounting system of 
a business enterprise and a more complete explana- 
tion would make the references to the sales con- 
trol and the trial balance more easily understood 
by those who do not thoroughly understand ac- 
counting procedure. (At this point in the volume 
there comes the thought to the reader that the 
literature of accounting and credit does not cor 
tain a careful and detailed study of the exact re 
lationship between the selling and the accounting 
functions of the modern business. Is it not tme 
that despite modern management, with its efficiency, 
there still exists but little of a great possible ce 
operation of these functions? This statement is a 
interpolation in this review but the reviewer hope 
that it may focus attention upon the possibilities 
of the subject.) 

The analysis of the account, or risk, in terms of 
payment constitutes the fourth general topic of 
the volume. A procedure for this analysis and # 
general method of handling the several types of 
accounts are set forth in logical order and cor 
stitute a working basis for the establishment of # 
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collection department. The author’s exposition is 
particularly clear in this section of the book. 

The last topics of the volume deal with the legal 
aspects of credit procedure rather than organi- 
zation and management. A chapter is devoted to 
contracts and explains the liabilities of the parties 
thereto and also the expressed and implied war- 
ranties. Another chapter is devoted to the install- 
ment sale and to its methods of collection, which 
in many instances involve some differences in han- 
dling from those of the usual short-term credit sale. 
The final chapters consider the legal status of the 
purchaser, a statement concerning the various types 
of negotiable instruments and the Bankruptcy Act. 

As a whole the book is written in a very clear 
and interesting manner. The author’s style of 
writing eliminates all extraneous explanation and 
verbosity, a fact which at times leads one to be- 
lieve that the subject matter is treated in an in- 
complete manner, but which upon observation 
reveals the wealth of material presented. The book 
is not a complete explanation of all aspects of the 
credit phenomenon—(A complete consideration of 
the material involved could not be contained in a 
single volume)—but it is valuable as a reference 
book and a general guide to those who wish the 
fundamental facts, stated in logical order, for the 
establishment of a credit organization. Abundant 
forms and explanatory plates have been inter- 
spersed throughout the book and help to carry the 
presentation of the mechanism of a retail credit 
organization to a logical conclusion. 

Tuomas A. Bupp 


Investment Trusts—American Experience. by Wil- 
liam H. Steiner. Adelphi Company, New York, 
1929. 3825 pp. 


Perhaps none of the financial institutions in the 
United States has been subject to do so much dis- 
cussion and criticism as the investment trust. Their 
rise in the United States has been phenomenal and 
the amount of capital at their disposal has in- 
creased to such an extent that during 1929 alone, 
they absorbed nearly three billion dollars. It is, 
therefore, no wonder that the literature on the 
investment trust should be abundant. A number 
of books and articles dealing with investment trusts 
has appeared in recent months. Of all of these, 
Doctor Steiner’s volume is the most outstanding 
for he speaks neither pro nor con but ‘endeavors 
to give a clear and concise picture of the invest- 
ment trust. 

The book is logically divided into three parts. 
The first part, Chapter I, defines the investment 
trust, discusses its economic functions and rela- 
tions to other financial institutions. The second 
part, Chapters II and III, are historical in char- 
acter and give an excellent description of the de- 
velopment of the investment trust in England and 
Scotland as well as in the United States. The 
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third paft, Chapters IV to X, deals with various 
aspects of investment trust organization and policy. 

The chapters dealing with the rise of the invest- 
ment trust in England and Scotland are of parti- 
cular value for they show the experiences of Great 
Britain in this field. If the managers of the Ameri- 
can investment trusts had been fully familiar with 
this chapter perhaps some of the mistakes made 
during 1929 would have been avoided. 

The most important part of Doctor Steiner’s 
contribution is Chapters IV to X, inclusive. In 
these chapters Doctor Steiner discusses scientifi- 
cally and in great detail the various forms of 
investment trusts, their organization, their invest- 
ment policy and their capitalization. These chap- 
ters are the more valuable in that they are not 
based on a mere theoretical discussion but analyze 
carefully individual companies. An amazing 
amount of material is brought to light in these 
chapters. Chapter Eleven deals with some vari- 
ants of investment trusts and takes up topics such 
as financing companies, collateral loan companies, 
bank holding companies and bank subsidiaries. 

Each chapter is well documented and the list of 
references and bibliographical notes is imposing. 
It is unfortunate that Doctor Steiner’s book was 
written before the recent break in the stock market. 
It would have been of great interest to have the 
comments of an authority such as Doctor Steiner 
on the réle played by investment trusts during the 
recent break and on the extent to which the in- 
vestment trusts were responsible for the break 
during October and November. The volume is 
lucidly written and the theoretical discussions are 
amply explained by specific actual examples. 

Doctor Steiner’s volume is a notable contribu- 
tion to the literature of American financial institu- 
tions. 

Marcus Napier 


Konjunktur und Unternehmung. Dr. Paul Deutsch. 
Reimar Hobbing Verlag, Berlin, 1928. 230 pp. 


Deutsch sets himself the rather ambitious aim to 
present a systematic treatise of the business cycle 
from the standpoint of the individual concern. 
The influence of business fluctuations on the pur- 
chasing, production, and inventory, and sales poli- 
cies are discussed; somewhat too shortly are 
treated the problems of isolation of profits due to 
fluctuations in prices and of the relationship be- 
tween the changing rate of use of capacity and 
burden distribution per unit of output. The theo- 
retical work done in Germany during the last years 
in the calculation of the optimum use of capacity 
is quite remarkable, but Deutsch’s presentation is 
assuming a rather complete knowledge of the major 
books and articles written previously to this topic 
and is therefore not very helpful to American 
readers, who want a comprehensive summary. 

Rozert M. WewenHAMMER 
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Die Kapital-Und Erfolgsrechnung als Grundlage 
der Wirtschaftlichkeitsmessung. By Adolph 
Hertlein. C. E. Poeschel Verlag, Stuttgart, 
1929. pp. 169. 


The book deals mainly with the use of financial 
and operating statements as a basis for measuring 
the profitableness (Wirt-schaftlichkeit) of a con- 
cern, thus taking up one of the most important 
problems of business administration. While 
Schmaltz in his book “Betriebsanalyse” (reviewed in 
June, 1929 issue of the Accountine Review) built 
up on the best American work done in this field, 
Hertlein ignores American authors completely and 
so presents a very essence of German theoretical 
achievements in his field. It is typical for the dif- 
ferent methods of approach to such problems in 
this country and in Germany, that while American 
pioneers like Bliss and Wall arrived at their con- 
clusions through the compilation of statistical data, 
the German author attempts to solve the problem 
by creating clear cut definitions for conceptions 
like concern, capital, profit, and others. 

The author presents a survey of the different 
theories on the purpose of financial statements, 
the controversy about which has occupied a center 
place in German research in the field of business 
administration for the last years. The main theo- 
ries are based on the static, the dynamic, and the 
organic conception of the balance sheet, while some 
eclectists have even tried to find compromises be- 
tween these by advancing new conceptions under 
the title of “endynamic theory of balance sheet” 
and others. It might be mentioned that Professor 
Eugen Schmalenbach, of the University of Cologne, 
in his book, “Dynamische Bilanf” has created the 
dynamic conception, while Professor Fritz Schmidt 
of Frankfurt (Main) has introduced the organic 
conception in his “Organische Bilanf.” The practi- 
cal accountants in Germany seem to have paid 
little attention to that theoretical discussion and 
have kept their static conception of the balance 
sheet. 

Rozert M. WemeNHAMMER 


Statistics, by W. V. Lovitt and H. F. Holtzclaw, 
New York, Prentice-Hall, 1929. xi + 304 
pages. 

This volume is one of the latest additions to the 
list of introductory texts treating of statistical 
methods mainly from the point of view of those 
interested in the analysis of economic and business 
problems. As modern introductory texts in the 
field of economic statistics have appeared with con- 
siderable frequency during the last six years, it 
might be expected that a volume published in 1929 
would exhibit some of the fruits of experience with 
earlier treatments and in particular with several 
excellent texts which came out in the year 1923-25; 
little evidence of this sort appears in the present 
volume. 
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Perhaps the most striking way in which the 
topical arrangement and content of this book from 
the rough standard which had been set by several 
earlier texts is in the place and emphasis given to 
the subject of samping and coordinate topics. 
Thus, Chapter 3 is devoted to a brief introduction 
to the notion of sampling and to the exposition of 
the basic limitations upon the selection of a sample. 
Coming thus early in the book (and therefore in 
the student’s course in statistics), this treatment 
of the laws of sampling is likely to be immensely 
helpful, particularly if experience shows that it is 
an adequate treatment. It has heretofore been 
the judgment of many teachers of statistics that 
few students could recognize the significance of 
the problem of sampling and assimilate the funda- 
mental laws of sampling until they had acquired 
a much fuller understanding of statistical analysis 
than the present authors apparently regard as ne- 
cessary. No further direct treatment of the sub- 
ject appears in the volume until Chapter 12, where 
the subject of “binomial distribution” is taken up. 
After an interruption in Chapter 13 to discuss cer- 
tain curve-fitting problems more particularly re- 
lated to the analysis of time series, the authors 
return to Chapters 14 and 15 to further considera- 
tion of the general problem of curve fitting and 
the analysis of the normal probability curve with 
its relation to the doctrine of sampling and the 
concept of the probable error. <A considerably 
larger share of the text treatment is devoted to 
the problems and principles of sampling than in 
most existing texts. How well this innovation— 
if it is truly an innovation—will work out in prac- 
tice can only be known after a period of 
experimentation with this volume and such other 
volumes as may be developed along similar lines. 
Obviously, a book which does not depart funda- 
mentally from its predecessors should be expected 
to include many refinements of detail and to be 
relatively free from those minor imperfections 
which can be excused in the case of pioneers. One 
of the most disturbing features of the book from 
the point of view of the teacher is that numerous 
terms are used in the text without definition, or 
before the text defines them. For example, the 
symbol (o) for standard deviation on page 23, the 
term arithmetic average (this case is, however, 
protected by a footnote) on page 28, the term ex- 
ponential curve on page 116, the term moment on 
page 137, the term standard error on page 152, and 
the symbol for continued product on page 194. 
Theie are, furthermore, fairly numerous inaccurate 
statements, such as that “the geometric average is 
not influenced as much by extreme deviations . . .” 
on page 120; the implication that a long ton is 
2,000 pounds, page 141; the erroneous definition 
of the straight line of best fit on pages 207-8. 
There are several other points which the re- 
viewer regards as inaccurate but about which con- 
siderable difference of opinion exists, such as 
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inaccurate but about which considerable difference 
of opinion exists, such as the definition of “partial 
eeficient of correlation” which implies that one 
variable is “held constant,” on page 178; the im- 
plication that irregular deviations in a time series 
can be produced by such gradual developments as 
“progress in marketing and transportation,” on 
page 201; the statement that the line joining the 
means of two halves of a time series will be a fair 
fit to the moving average and the line of least 
squares, on page 209 (This will be true in some 
cases, but the exceptions are very numerous.) the 
statement that the difference between the January 
chain relative (obtained in the median-link-relative 
method)and 1.000 is due to the secular trend, on 
page 218; and the statement that the arithmetic 
average of a second sample has even chances of 
falling within one probable error of the computed 
mean of the given sample, on page 277. 

The teaching of statistics, and particularly 
economic statistics has now reached a stage where 
there should be relative freedom from efror in the 
textbook presentation of the subject and also rela- 
tive agreement among authors and ‘teachers as to 
the fundamental matters of fact and principle. It 
is to be hoped that these flaws will be removed in 
subsequent editions of this text so that the use of 
the book in classroom instruction will be facilitated. 
The main topical plan of the book is quite familiar 
and well tested, and the somewhat greater emphasis 
upon the problem of sampling deserves a fair trial 
in class-room instruction. The reviewer regards 
the book well written and highly understandable, 
and he believes that, without making any large eco- 
nomic statistics, it will take its. place by the side 
of other good textbooks and will enjoy a wide and 
profitable use. L. 


Material Control and Storeskeeping In Machine 
Shops and Foundries, by Willis Hissler. The 
Ohio State University Press, Columbus, Ohio, 
1929. VIII 284 pp., mimeograph. 


This is a special bulletin of The Bureau of Busi- 
ness Research of the College of Commerce and 


Administration of the Ohio State University. It 
consists of a series of case studies of nine Ohio 
manufacturing concerns selected with respect to 
Toutines in effect in handling materials in process 
of manufacture. The purpose of the study is to 
Present a record of actual practice in selected 
foundries and machine shops. Because of the rela- 
tively simple and primitive material control prob- 
lem in foundries the greater emphasis is placed 
upon methods of storekeeping and material control 
an machine shops. The approach to the subject is 
“escriptive rather than critical and a good rep- 
ortorial style is observed throughout the text, with 
ute of the editorial tendency often found in such 

ports. At the same time, the summary and con- 
“usions in the final chapter give an excellent dis- 
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cussion of trends and influences on material control 
in the plants studied. 

A considerable range of metal-working activities 
is covered by the establishments described in the 
report. One plant manufactures sanitary ware 
with the foundry as a predominant element. An- 
other is a bridge building company largely engaged 
in assembly and construction rather than fabrica- 
tion of materials. Other concerns are engaged in 
such activities as the manufacture of hydraulic 
presses, locomotive cranes, brass plumbing pro- 
ducts, electric heating products, gas engines and 
pumps, mining and material-handling machinery, 
and steam shovels and accessories. This variety 
of background renders the book unusually service- 
able, as it is difficult to think of a metal-working 
line that will not have some of its problems covered 
by the descriptions in this work. 

The plan followed in the presentation of each 
case is a description of the company, its product, 
and its special manufacturing problems, followed 
by a careful and exact statement of methods of 
purchasing, receiving, storekeeping, issuing and 
processing materials. When necessary, such sub- 
jects as timekeeping, control of manufacturing 
operations, costfinding, and in some instances, 
financing methods, are described in considerable de- 
tail. Each case description is accompanied by a 
full set of reproductions of the forms used in con- 
nection with materials, which not only helps to give 
a vivid understanding of each system but also 
serves as an excellent reference for anyone who 
needs access to a variety of forms. A particularly 
pleasing feature of the work is found in the flow 
charts which accompany each case and illustrate 
material methods and procedure. These charts are 
well thought out and designed and enable the stu- 
dent to secure an excellent understanding of the 
relations that exist between the different stages 
through which material transactions must pass in 
the wide variety of circumstances described. 
Worthy of especial comment is the chart that ac- 
companies Chapter 12, an excellent example of 
graphic presentation. 

The final chapter of summary and conclusions 
presents in concise form some of the important 
tendencies of modern material control practice. 
The trend toward the abandonment of formal 
maximum and minimum limits and substitution 
therefor of constant scrutiny of usage, sales pros- 
pects, and replenishment conditions is well dis- 
cussed, as is the movement toward abolition of 
formal storekeeping and its absorption into work 
in process control. Simplification of material con- 
trol routine and forms also receives notice. Par- 
enthetically, one may point out that while there 
are such trends noticeable in present-day manu- 
facturing methods, they should be approached with 
caution, as in many industries the old-time methods 
still have a place and are best suited to operating 
requirements. 
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The book is an excellent example of research 
and study and fills a need as a reference for those 
who deal with material and its control. It is well 
planned and executed and covers an important 
subject in an efficient manner. 

W. B. Lawrence 


Business Reports—Investigation and Presentation, 
by A. G. Saunders and C. R. Anderson, Mc- 
Graw-Hill Book Company, inc., New York, 
1929. 411 pp., xi. 


Purpose. The title and subtitle of the book in- 
dicate clearly its purpose, a method of preparing 
business reports, having regard to (a) selection of 
ideas, (b) arrangement, (c) and presentation. 

Method, The method employed in the text is 
obvious and adequate. After a detailed statement 
of the importance and the general and specific pur- 
poses of reports in business, the text falls into two 
main divisions: (1) an analytical approach to gen- 
eral characteristics by (1) outlines, illustrative 
examples, and comments; (2) a discussion of rhe- 
torical and argumentative principles; and (3) ex- 
amination of special types of reports; (II) prepa- 
ration of a report as illustrated in great detail 
(chap. v-xvm). The remaining chapters deal with 
such subsidiary but important matters as common 
defects of reports, charts, graphs, and other me- 
chanical aids to clearness. 

Treatment. The treatment is detailed and ex- 
haustive, the aim being evidently to discuss almost 
every possible problem that is likely to face the 
novice who is attempting the difficult task of 
selecting and co-ordinating masses of material. The 
general index and the table of contents at the 
beginning of each chapter make it easily possible 
also for the person more familiar with report writ- 
ing to use the text as a reference book on points 
about which he requires more light. 

Mechanical make-up. The book is well printed 
on excellent paper, and the typographical differen- 
tiation between basal and secondary text is a dis- 
tinct aid to clearness in a book of so purely ex- 
pository a nature. The frequent use of captions 
on almost every page is a further aid to the reader 
in following the text or using it for reference. The 
main chapters are largely written around the 
preparation of an analytical report (carefully dis- 
tinguished by the authors from an informational 
report), but some fifty pages of appendices give 
the essential qualities that distinguish important 
and common business reports, such as those in the 
fields of marketing, advertising, engineering, and 
the like. It may be fairly remarked, however, that 
appendices are always in themselves a criticism of 
the importance of their own material, and while 
in this instance the relegation of special material 
to appendices does simplify the continuity of the 
main text, the reviewer cannot help feeling that 
the excluded material would have added to the 
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specificness of the main text had it been directly 
interwoven with it. 

Field. The book is of value to research sty 
dents who have to submit reports, whether they are 
in universities or business firms. The text will be 
of especial aid to those who have to prepare suc. 
cinct reports on investments, corporation reports 
of earnings, etc. 

Special points. Perhaps the most serviceable 
treatment for the person inexperienced in report 
writing is Chapter VI—the Working Plan. This 
chapter begins with a brief but comprehensive out- 
line of the “factors influencing the working plan” 
The outline (p. 71) together with the paragraphs 
on “what information to procure and how much” 
(p. 76) (the latter adapted from Percival White's 
method) cannot fail to be of practical use to any- 
body who faces the difficult task of selecting, omit- 
ting, and arranging a large number of facts widely 
distributed and subtilely concealed. 

The chapter on the questionnaire (chap. ix) also 
ealls for especial commendation. There is no at- 
tempt at strikingly original suggestions, but the 
method of preparing clear, accurate, and SHORT 
questionnaires is such that even persons well ac- 
quainted with this useful (and frequently irritat- 
ing) form of inquiry can benefit by the exposition. 
The reviewer will be pardoned, he hopes, for re 
gretting that the authors do not point out that 
“questionnairing” is almost a national disease, and 
that not everybody who sends out a questionnaire 
is either wisely or well employed. But even here, 
the authors evidently hold to one of their cardinal 
principles, no “preachments.” On the whole they 
are to be commended for their restraint, and the 
reviewer notes with satisfaction that he found 
“psychology” or its derivitatives only five times 
in the whole book, and the term “emotions” de 
lightfully absent even in the discussion on salet 
manship. 

In one curious respect, however, the authors 


seem to fail to follow their own insistence updo 
clearness. Summations at the close of the chapters 
and at the end of the book are wholly lacking 
In a text of this nature, almost entirely expost 
tory, and therefore, the most difficult form of dit 
course for the reader to follow, it would appe 
self-evident that paragraph résumés for the ch 
ters and an adequate summary at the close of t 
book would prove an evident aid to clearness. 
excellent chapter on style would be given a needel 
point and climax by a concluding and conclus 
paragraph or two that would help the reader 
crystallize his ideas on this important but de 
elusive subject. 

On the whole, however, the book is a caret 
and concretely helpful treatment of methods of pt 
paring a report. It furnishes specific answers 
most of the problems that arise in this importal 
field of business writing. 

Roy Dav 
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Bookkeeping—Principles and Practice, by A. H. 
Rosenkampff and W. C. Wallace. Prentice-Hall, 
Inc, New York. 1929. Vol. I, Introductory 
course xv, 8308 pp. Volume II, Advanced Course, 
xvii, 491 pp. 

An historian some years ago commented on the 
tendency of writers of earlier bookkeeping texts 
to insert moral and religious exhortations in their 
texts. He maintained that the practice might pos- 
sibly be ascribed to the influence of the Franciscan 
monk who is accredited with having published the 
first treatise on bookkeeping. Modern texts no 
longer adhere to this custom, relying, perchance, 

the nature of the subject for the inculation 
of principles of honesty and thrift. Modern texts, 
further, seem to be shaking off, though slowly, the 
long and involved practice sets, thus breaking 
away from another habit of years. This seems to 
be true, at least, as to texts prepared for use in 
colleges. 

But here are two volumes designed not specifi- 
cally for college use, but rather for secondary 
schools and commercial schools, in which the au- 
thors contend that long, tedious practice sets have 
been proved to be wasteful, especially in the case 
of beginning students. Hence, the long sets have 
been omitted. Shorter sets—none containing more 
than two months’ transactions—and only two such 
—appear in the two books. The psychology of 
education is bearing fruit. 


Volume I covers one year’s work in a secondary 
school. The first one hundred pages are used for 
the development of the account, both as to its con- 
tent and as to its presentation in the financi«: 
reports. In the balance of the volume books of 
original entry are introduced, and the entire book- 
keeping process from the time a transaction is 
first recorded on a voucher until the statements 
are presented to the proprietor, is clearly set forth. 
This volume contains three practice sets; two of 
one month’s transactions each, and one of two 
months’ transactions. In addition there are ap- 
proximately two hundred shorter problems and 
exercises and over two hundred questions in review. 
A limited discussion of accruals is also inserted 
toward the close of the book. 


Volume II, after a brief review, introduces con- 
trolling accounts, columnar journals, reserves, goes 
more extensively into accrued and deferred items, 
and again presents the financial statements and 
Teports. The statements this time are analyzed and 
the items classified. A discussion of partnership 
accounting is at the close of the portion of the 
volume designed for second year study. The lat- 
ter half of volume—the third year course—deals 
with the corporation and also gives an introduc- 
tion to accounting for manufacturing concerns. 
A chapter each on consignments and single entry 
bookkeeping conclude the text. This volume, too, 
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is liberally endowed with exercises and theory ques- 
tions, and likewise has three short practice sets. 

There is a smoothness of style, a clarity of ex- 
pression, and a conciseness in presentation which 
give these two books a rare dignity. Only writers 
who have had wide experience both in the practical 
field and in the classroom can hope to produce so 
meritorious a work. As a sample of the clear and 
concise presentation note the following paragraph 
on the function of the voucher register. 

“The functions of the voucher register are the 
same as those of the purchase journal and the 
accounts payable ledger combined. As has al- 
ready been explained, the function of the purchase 
journal is to record amounts owing to creditors, 
and that of the accounts payable ledger is to 
keep accounts with creditors. The voucher register 
is made to serve both these purposes by the use 
of three additional columns to record the voucher 
number, the date of payment, and the check num- 
ber.” Vol. II, p. 422. 

There may be differences of opinion as to the 
value of the long practice sets, but even the 
teachers most inclined to adopt them will find here 
amply material carefully prepared and clearly pre- 
sented to meet their needs. 

There may never be written a text on any sub- 
ject which will meet with universal approval, but 
even the most thorough scrutiny can reveal but 
little here subject to severe adverse criticism. 

Your reviewer feels that he has read a masterly 
work, and, going beyond the function of his as- 
signment, he recommends it to your most favorable 
consideration. 

A. J. Bartow 


Stock Movements and Speculation. By Frederic 
Drew Bond. D. Appleton and Company, New 
York, 1929. V.-250 pp. 


The extraordinary volume of speculative activity 
in the security markets of the United States dur- 
ing the past few years has encouraged the produc- 
tion of a large number of books dealing with in- 
vestment and speculation. “Stock Movements and 
Speculation,” by Frederic Drew Bond, deals pri- 
marily with the subject of speculation in stocks. 
In contrast with the writers of many books in this 
field, Mr. Bond draws his examples and conclu- 
sions from a long and intimate contact with the 
subject with which he deals. As a result, the book 
is practical in its explanations and suggestions, and 
not theoretical. 

The major contention of Mr. Bond is that, “a 
great rising market, such as that of 1924 onwards, 
pursues its course under the in-and-out direction 
of powerful industrial and financial interests oper- 
ating for the rise, almost always in concerted 
groups and cliques directed by single managerial 
minds. It is otherwise in a definitely falling mar- 
ket. The fall is brought about not by directed 
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market control, out by pressure. The pyramid of 
bank loans on which the price structure was built 
up is toppled over and prices are cast down.” This 
thesis is supported by logical argument, data and 
illustrations, and the interrelationships between the 
movement of stock prices, the money market and 
general business are clearly indicated. 

The writer does not describe stock speculation 
as an easy road to riches. He indicates clearly 
that it is a matter for professional activity to 


which all the participant’s time can be devoted, 
Not only are the factors affecting stock prices and 
the causes of market movements definitely indi. 
cated; many practical suggestions on speculative 
tactics are also given. The chapters on “The Banks 
and the Stock Market” and “The Psychology of 
Speculation” may be read with especial interest 
after the events of 1929 on the exchanges. 


T. M. Wo. 


devoted, 
rices and 
ely indi- 
eculative 
he Banks 
ology of 
| interest 
8. 


UNIVERSITY NOTES 


ANTIOCH COLLEGE 


Algo D. Henderson, Professor of Business 
Administration and Business Manager of An- 
tioch College, Yellow Springs, Ohio, has been 
appointed Dean of the College. 

Perry Mason, Instructor in Economics at 
the University of Michigan, will be Associate 
Professor of Business Administration at An- 
tioch College next year. 


UNIVERSITY OF COLORADO 


The leave of Professor E. I. Fjeld, who 
has been spending the year at Columbia, has 
been extended for another year. 

This next year special courses in account- 
ing are being offered for engineers, for 
pharmacists, and for legal students. At the 
summer session this year an accounting 
seminar will be offered for candidates for 
advanced degrees. 


UNIVERSITY OF GEORGIA 


Mr. Lloyd B. Raisty is returning to the 
department after a year’s leave of absence 
spent at the University of Texas. 


UNIVERSITY OF ILLINOIS 


Mr. Clarence Cox and Mr. G. E. Baggs, 
assistants in accounting, are leaving the de- 
partment to go into business. 

Mr. Lloyd Morey’s book on “University 
and College Accounting” has recently ap- 
peared from the Wiley Press. 

Mr. E. J. Filbey is again serving as a 
member of the Urbana Association of Com- 
merce and Mr. Scovill is president of the 
Urbana Kiwanis Club. 

Of the 54 students recognized at the Hon- 
ors’ Day convocation this year seven were 
commerce students. Of these six were ac- 
counting majors. 


UNIVERSITY OF MICHIGAN 


Mr. Perry Mason, a member of the staff 
for the past few years, has accepted a posi- 
_ as associate professor at Antioch Col- 
ege. 

The Bureau of Business Research has re- 
cently published a study by Mr. H. F. Tag- 
gart entitled “Subdivision Accounts.” 


UNIVERSITY OF MONTANA 


Dr. Calvin Crumbaker is returning next 
year from a leave of absence to resume his 
teaching in the fields of banking, corpora- 
tion finance, and public utilities. 

A revised bulletin of the C.P.A. law and 
requirements for this state is being prepared. 
Mr. E. R. Sanford will do special accounting 
and auditing work in Butte this summer. 

Dean E. C. Line will teach in the sum- 
mer session of the University of California 
this year in the field of marketing and eco- 
nomics. Mr. Ewald Grether of California 
will give work in marketing at Montana. 


UNIVERSITY OF NEBRASKA 


Mr. Victor Z. Brink, instructor in account- 
ing, is leaving to accept a position with Ar- 
thur Anderson and Co. in Chicago. 

Mr. Albert Mott, now holding a research 
fellowship at Michigan and formerly an as- 
sistant at the University of Minnesota, is to 
be an assistant instructor this next year. 


OHIO STATE UNIVERSITY 


Mr. Roy G. Bowersock, assistant in ac- 
counting, will leave at the end of the year to 
enter public accounting work. 

Mr. J. B. Taylor, as national secretary of 
Beta Alpha Psi, recently was the guest of 
the chapter at Syracuse University. 

The Ohio Society of Certified Public Ac- 
countants on May 24 and 25 held a meeting 
on the university campus with the Columbus 
chapter of the National Association of Cost 
Accountants. The University is co-operating 
with the auditors’ division of the Ohio Hotels’ 
Association. The organization meeting will 
be held on the campus July 19. More than 
fifty hotel auditors have already made appli- 
cation for the meeting. 

The Columbus chapter of the N.A.C.A. 
has this year awarded a silver cup to the 
university senior in accounting writing the 
best paper on an accounting topic. 


OREGON STATE COLLEGE 


Mr. Harry K. Roberts and Mr. Vivia 
Gambera, instructors in accounting, are lead- 
ing the department this year. Mr. Lee C. 
Ball, associate professor of accounting, will 
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return in the fall from a year’s leave of ab- 
sence spent at Washington State University. 
Mr. E. E. Bosworth, professor of account- 
ing, Mr. H. F. Vance, professor of advertis- 
ing, and Mr. O. F. Tate, secretary of the Ore- 
gon Retail Merchants’ Association, will this 
summer conduct a series of retail institutes 
in 29 Oregon cities. Mr. Bosworth recently 
edited a bulletin on retail costs in Oregon 
for the extension division of the College. 


UNIVERSITY OF OREGON 


Mr. James A. Johnston, associate profes- 
sor of accounting, has been appointed pro- 
fessor of accounting at the University of 
Utah. 


UNIVERSITY OF PITTSBURGH 


Mr. Charles Reitell and Mr. Clarence Van 
Sickle are co-authors of a textbook entitled 
“Cost Finding for Engineers” to be published 
in June by the McGraw Hill Company. Mr. 
Donald D. Kennedy contributed an article 
on “Variability of Overhead Costs” to the 
March issue of the “Journal of Accountancy.” 

During the second semester a class in 
Standard Costs and Budgeting was given by 
Mr. Van Sickle to some forty business and 
engineering students. The class made a field 
study of the subject in businesses of the Pitts- 
burgh district with a view to preparing them 
for the newer developments in that rapidly 
developing field of business management. 


STAMFORD UNIVERSITY 
Professor J. Hugh Jackson gave the ad- 
dress before the graduating class at the sixty- 
third annual commencement of Simpson Col- 
lege; on this occasion his Alma Mater con- 
ferred upon him the honorary degree of Doc- 
tor of Laws. Professor Jackson also gave a 
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paper on the “Organization of the Comp | 
troller’s Department” at the annual meeting 


of the National Association of Cost Account- 


ants at Syracuse, N.Y., at which time he was ~ 
elected a national director of the association. 
He will spend the summer editing the Ac- 
counting Manual of the Bethleham Steel Cor- 
poration. 
SYRACUSE UNIVERSITY 

Mr. H. H. Burhaus, instructor in account- 
ing, is leaving the department and Mr. C, 
Sorrell has been added to the staff as in- 
structor. 

Mr. G. E. Bennett is publishing through 7 
the Century Press “Control of Fraud through © 
the Accounts.” This book is being published ~ 
for the American Institute of Accountants, to 7 
which Mr. Bennett has recently been elected, © 

The local chapter of Beta Alpha Psi held © 
its annual banquet on May 15 and Professor 
Jacob Taylor of Ohio State University was © 
the guest of honor. 


WASHINGTON STATE UNIVERSITY 

At the last meeting of Beta Alpha Psi 7 
eleven student members were initiated and © 
Mr. Rodney D. White, Seattle manager of 7 
Price Waterhouse, was elected an honorary © 
member. 


UNIVERSITY OF VERMONT 

Professor L. L. Briggs, who has had charge | 
of the work in accounting at the University — 
of Vermont for the past three years, has been © 
granted a leave of absence and will spend | 
the year 1930-1931 at the Harvard Gradu- ~ 
ate School of Business Administration. Pro- ~ 
fessor C. L. Stineford will take over the ac- 
counting classes during the absence of Pro- © 
fessor Briggs. 
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